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An outline of the tax rules, techniques, and 


implications of spreading compensation 


by Seymour 8. MIntz 


This is a highly condensed survey of employer and employee tax consideralions involved in spreading 


compensation. 


of each method in the several kinds of taxpayer-situalions which may exist. 


It includes the methods of achieving desired tax results, the limitations and virtues 


It is intended, for ex- 


perts, lo summarize and to emphasize relationships, and, for less expert practitioners, to provide an 


easy indoctrination, sufficiently broad, though brief, to cover the whole field 


PREADING COMPENSATION has one basic purpose: to 
S offer incentives and rewards to good men, which 
will attract them to the company and hold them, and 
which will maintain and increase their efficiency and 
productivity by making them financially secure. 

There are three basic methods of spreading com- 
pensation to achieve tax benefits to both employee and 
employer. These are: 

1. Vertical spreading among the several generations 
of the family in the individual proprietorship, small 
partnership or closely-owned corporation. (Papa puts 
the children, the grandchildren and the in-laws on the 
payroll. ) 

2. Horizontal spreading, particularly by the widely- 
owned corporation, into the executive's or employee's 
future low-income years. 

3. Spreading primarily for the benefit of the execu- 
tive’s or employee's heirs. 


HORIZONTAL SPREADING 


1. Continuation of salary 

Earliest and most rudimentary: Employer 
continues to pay annually a certain percentage of the 
former salary to its principal executives and possibly 


simply 


other employees after their retirement, without any 
legal obligation on the part of the company to do so. 
a. Method is unsatisfactory (at least to the retired 
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individual) because of lack of any binding quality or 
definiteness. 

b. Dependent on continued solvency of employer. 

c. Arrangement also may be jeopardized by changes 
in corporate managers or in controlling stockholders. 

d. Because of a, b, the executive still feels 
need to find security elsewhere, either in another posi- 
tion or in a time-consuming and fretful search for out- 
side investments. Each of these courses is costly to the 
— 


and c, 


. Further, the employer is distorting its income 
Pre by deferring into the future indefinite and 
possibly large liabilities of this nature which actually 
represent a portion of the cost of services of the execu- 
tive or employee rendered prior to retirement. In this 
day of relatively high taxes and income, a deduction 
today may be worth more than a like deduction de- 
ferred to some future year when either the income or 
tax rates may not be so high, or when, most seriously, 
the employer may have no income at all against w hich 
to take the deduction. 

(i) Some corporations may, however, be in a de- 
pressed, low income period with little or no taxable 
income now but with great possibilities for the future. 
Such a corporation might well benefit from an arrange- 
ment which shifts some of its current personnel costs 
to future years. 

(ii) Such a shift also permits the corporation to have 
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Tax rules for spreading Compensation * 


the use of the deferred payments until they are due. 

f. The tax consequences, however, are otherwise 
uncomplicated: For each year in which the employer 
continues to bear the retirement burden, it receives a 
tax deduction, and in the same year the executive or 
employee is taxed on the payment, presumably in a 
much lower bracket than if the payment had been re- 
ceived by him prior to his retirement. ' 


2. Purchase of annuity 


Purchase of annuities by employer from insurance 
company (not pursuant to a plan qualifying for favor- 
able treatment under the Internal Revenue Code ) 

a. Has quality of definiteness. 

b. Employer solvency problem eliminated. 

c. As to binding quality, the employee’s rights in the 
annuity contract may be either forfeitable or nonfor- 
feitable. 

d. Tax status is unsatisfactory, since it results ad- 
Method of 
taxation depends upon whether the employee's rights 
in the annuity contract are forfeitable or nonforfeitable 
at the time the employer makes the payment to the 
insurance company on the annuity contract. (“The 
fact that an employee may not live a sufficient time to 
enjoy any benefits under the annuity contrac 


versely either to employee or employer. 


t, or that 
no payments will be made under any circumstances 
to his estate or other beneficiary, will not make the 
annuity contract forfeitable.” Treas. Regs. ) 

(i) If the employee's rights are nonforfeitable when 
the employer makes the payment to the insurance 
company, the employer receives a current tax deduc- 
tion for the annuity’s cost, and the employee is cur- 
rently taxed thereon, even though he may have neither 
possession of the annuity contract nor the right to 
borrow or to realize on it in any way except by living 
long enough. For the employee, this is worse than re- 
ceiving cash, for if he received cash he would have 
something with which to pay the tax. 

(ii) If, on the other hand, the employee's rights to 
receive the annuity proceeds are forfeitable (being 
dependent on his not resigning, for example) when 
the annuity contract is purchased by the employer, the 
employer loses forever the right to any tax deduction 
for the money so paid. The employee is not taxable 
then, and probably not even at such later time as the 
annuity contract becomes nonforfeitable (provided 
he one sssed some rights in the contract initially: cf. 
Morse Comm’r, 202 F. 2d 69 (C.C.A. 2d, 1953), 
aff'g 7 TC 1244), but the employee is believed to be 
taxable only when he actually begins to receive the 
annuity payments. 

(iii) Employees like the initially forfeitable annuity 
type, but the employer can’t stand it. 

(A) Example: Corporation purchases annuity for 
its president, age 50, with provision that his rights 
therein shall vest (i.e., become nonforfeitable ) if he is 
still with the company at age 55, in which event pay- 
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ments to him shall begin at age 65. Corporation never 
gets a tax deduction in this case. He begins paying tax 
at 65 if he lives that long and if he still was with the 
company at 55. 

(B) Solution (although not a good one): If the 
executive or employee insists on this kind of arrange- 
ment, he and the employer might, in order to compen- 
sate the latter for the lost deduction, agree on a smaller 
annuity than would otherwise be purchased. 

(C) Some stockholders have begun court suits 
against corporations which have “sacrificed” tax de- 
ductions to help their executives. But it is strongly 
arguable that the act of the corporation in foregoing 
the deduction may be “considered part of the cost of 
securing capable management,” with the propriety of 
the corporate action to be judged by the various over- 
all factors in the compensation picture. (See Wash- 
ington and Rothschild Compensating the Corporate 
Executive. ) 

(iv) On the estate tax side, the Internal Revenue 
Code of 1954 (§2039) tightens the law to make it clear 
that if the annuity is one which survives the decedent 
and is payable to his beneficiaries, the value thereof 
(both the part attributable to the employer’s contribu- 
tions and the part, if any, attributable to the decedent's 
contributions ) is includible in the decedent 
estate for Federal estate tax purposes. 


’s gross 


3. Nonqualified trust 


Contribution to a trust (not pursuant to a plan 
qualifying for favorable treatment under the Internal 
Revenue Code ). 

a. Largely the same answers as in the case of the 
foregoing annuity contracts (although the tax results 
have not been quite as definite, because the Treasury 
Regs. under the 1939 Code did not contain protective 
language in regard to unqualified trusts, corresponding 
to that in regard to unqualified annuity contracts, as 
to the time of employee taxability where the individ- 
ual’s initially forfeitable rights subsequently become 
nonforfeitable ). 


4. Qualified plan 


Pension (or profit sharing) plan qualifying under 
the Internal Revenue Code. 

. Plan must be established by the employer, must 
bes in writing, must be communicated to the employees 
and must be for the exclusive benefit of the employees 
or their beneficiaries. 

(i) Individual proprietors and partners cannot re- 
ceive any payments under the plan, even if they work 
actively in the business, since they are employers, not 
employees. 


Plan must be nondiscriminatory 


b. Executives, officers, and shareholders who are 
employees can be beneficiaries, but the plan cannot 
disctiminate in their favor or in favor of any other 
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highly compensated employees or supervisory em- 
ployees. 

(i) However, apparently you could have a quali- 
fied plan covering one individual, who happened to be 
the president and sole stockholder of the company. 
This could occur where (1) he was the only employee 
of the corporation at the time; (2) the plan was bona 
fide, ie., was not designed as a means of siphoning 
profits to him or otherwise limiting participation to 
him; and (3) the plan provides for the coverage of 
additional employees as they become employed. "(Bee 
Rev. Rul. 55-81. Internal Revenue Bulletin 1955-7, 
20). 

(ii) Provided the prohibited discrimination does 
not result, the plan may cover a class of employees, 
such as (1) all those employed over five years, or (2) 
all those earning over $4,200 annually, or (3) those in 
a particular department or activity. 

(A) The Commissioner will give advance approval 
to a pension plan which takes into account only com- 
pensation in excess of $4,200 annually, or which pro- 
vides proportionately greater benefits for compensa- 
tion in excess of $4,200 annually than is provided for 
compensation below that amount, only if the pension 
plan is integrated with social security benefits. This 
means that the benefits under the pension plan (if 
any) plus social security benefits based on compensa- 
tion of $4,200 or less must not be proportionately less 
than the benefits for compensation over that amount. 

(iii) There cannot be the described kind of dis- 
crimination in setting the scale of contributions and 
benefits within the covered class of employees. 

(A) Buta plan is not discriminatory merely because 
executives, officers and the others in the suspect group 
receive larger benefits proportionate to their longer 
years of service and their higher compensation (in- 
cluding bonuses ). 

(iv) The contributions may be made by the em- 
ployer (and by the employees, if it is a joint contribu- 
tion plan) to an employees’ trust, which administers 
the funds, or to an insurance company for direct in- 
vestment in insurance and annuity policies. 

(A) You can even have a qualified plan under 
which the employees normally make all the contribu- 
tributions, provided the employer “establishes” the 
plan and agrees to make up any deficit. 


Plan must be permanent 


At the time of its adoption the employer must 
intend that the plan be permanent. 
(i) In the case of a pension (as distinguished from 
a profit-sharing) plan, provision must be made for 
annual contributions by the employer, and the bene- 
fits to employees have to be “definitely determinable” 
(in profit-sharing plans, payments will depend on 
profits, but nevertheless the Revenue Service holds 
that contributions and benefits must follow some 
definite formula ). 


(ii) While there may be a provision permitting the 
employer to terminate the plan, a termination within 
a relatively few years may (1) result in a reallocation 
of benefits adverse to the higher-compensated em- 
ployees, and (2) be scrutinized by the Revenue Serv- 
ice to insure that the plan was bona fide in its initiation 
(opening the possibility of retroactive withdrawal of 
the tax benefits ). 


Advantages of qualified plan 


d. From the tax standpoint, the qualified plan affords 
significant advantages. 

(i) There is no tax against the employee at the time 
the employer contribution is made. The employee pays 
tax only as he actually receives payments from the 
trust or from the insurance company. 

(A) If the employee made no contributions under 
the plan, he is taxed on all the money as he receives it. 

(B) If he made contributions, he is entitled to re- 
ceive these back tax-free under one of the two rules 
provided in section 72 of the 1954 Code for taxing 
annuities. Under the general rule, he divides his con- 
tribution by his life expectancy at the time the pay- 
ments begin. This gives him the amount of his annual 
payments which can be excluded from income. The 
exclusion remains the same even though he outlives 
his life expectancy. An exception to the general rule 
is provided where the amounts payable under the 
qualified plan in the first three years will equal, or 
exceed, his contribution. In such a case, he would ex- 
clude all payments until he has recovered his contribu- 
tion tax free and, thereafter, all payments would be 
fully included in his taxable income. 

(1) Example of general rule: If the executive re- 
tires at 65 on an annuity income of $10,000 per year 
from a qualified plan to which he has contributed 
$45,000, his contribution of $45,000, divided by his 
life expectancy of 15 years, gives him a tax-free ex- 
clusion of $3,000 per year. The remainder of his pay- 
ments in any year, or $7, 000, would be included in his 
income. 

(C) The same rules apply in respect of the fair 
market value of other property received by the em- 
ployee under the plan, except securities of the em- 
ployer. To the extent that the employees’ trust pur- 
chased these securities with the employees’ own con- 
tributions, he is taxed on their cost to the trust and not 
on their fair market value at the time of distribution 
to him. Thus, instead of the employee paying ordinary 
income tax at that time upon the appreciation in value 
of the securities, he may defer the tax until he sells the 
securities, and he will then pay only a capital gains tax. 
Moreover, he may avoid even the capital gains tax if 
the securities are still a part of his estate at his death, 
for a stepped-up basis to their date-of-death-value is 
thereby achieved, and a later sale may be made free 
of income tax. 

(D) Further, and possibly more important, capital 





gai 
dist 
of | 
(re 
ter! 
lun 
the 
ext 
me 
ser 
alik 
whi 
By 
mai 
( 
tire 
me’ 
nex 
por 
cee 
ent 
pla 
reti 
beg 
hov 
afte 
cee 
cap 
am 
195 
( 
ate 
but 
plo 
the 
con 
The 
cost 
( 
free 
of a 
yea 
had 
righ 
dep 
dea 
( 
Coc 
leas 
esta 
mac 
ploy 
exte 
tion 
able 
ible 
(; 
hibi 





Tax rules for spreading Compensation + 


gains opportunities exist: Under the old law, lump-sum 
distributions by qualified trusts to employees because 
of their separation from the service of the employer 
(retirement, resignation or death) were taxed as long- 
term capital gains. Similar treatment was accorded 
lump-sum distributions to employees’ beneficiaries, if 
the employees died while still employed. The new law 
extends this favorable treatment to lump- sum pay- 
ments made to employees because of separation from 
service, under qualified trusteed and insured plans 
alike, and to such payments to their beneficiaries, 
igen: the employee died before or after retirement. 

y lump- sum distributions are meant payments (no 
matter how many ) made within a single year. 

(1) For example, suppose a corporate official re- 
seal on December 15, but did not receive any pay- 
ments from the qualified plan until January of the 
next year. Assuming he uses the calendar year for re- 
porting income, he will be entitled to report his pro- 
ceeds from the qualified plan as a capital gain if the 
entire amounts receivable by him from the qualified 
plan (disregarding amounts, if any, received prior to 
retirement) were received during the calendar year 
beginning with the January after his retirement. If, 
however, he had received one payment in December 
after his retirement and the remainder in the suc- 
; he would not be entitled to 
capital gains treatment but would have to oe the 


ceeding taxable year, 
amounts as ordinary income under section 72 of the 
1954 Code. 

(E) There is not even a capital gains tax immedi- 
ately payable to the extent that the lump-sum distri- 
bution consists of appreciation in the value of em- 
ployer securities. This is true regardless of whether 
the securities were purchased with the employer's 
contribution or the employee's contribution, or both. 
The employee or his beneficiary takes these at their 
cost to the trust. 

(F) Under a qualified plan, $5,000 can be received 
free of income taxation by the estate or beneficiaries 
of a deceased employee, if received within one taxable 
year of the distributee, and even though the employee 
had, imme sdiately prior to his death, a nonforfeitable 
right thereto while living. Such nonforfeitable right 
deprives the employee's beneficiaries of the $5,000 
death benefit exclusion under a non-qualified plan. 

(G) In respect of estate taxes, the Internal Revenue 
Code of 1954 contains a further liberalizing (or at 
least clarifying) provision (§2039). This exempts from 
estate tax the value of annuities or other payments 
made under a qualified plan to the executive’s or em- 
ployee’s beneficiary (other than his executor) to the 
extent that the payments are attributable to contribu- 
tions made by the employer. The payments attribut- 
able to the individual’s own contributions are includ- 
ible in his gross estate for estate tax purposes. 

(ii) The trust (provided it engages in no “pro- 
hibited transactions”) is tax exempt. Hence no income 
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tax is levied upon the trust’s investment income in its 
hands. Thus both the employer's and the employee's 
contributions compound tax-free within the trust. 

(A) There have been complaints that the tax ex- 
emption granted employee trusts gives trusteed plans 
an improper advantage over insured plans. A House 
Ways and Means Subcommittee on Taxation of Life 
Insurance Companies recently has suggested a tax of 
6.5% on the employee trust’s net investment income 
as one way of ending their competitive advantage. 

(iii) The income will be taxable to the employees 
when distributed, but, as already seen, it may then be 
converted into capital gain. 

(iv) Subject to certain limitations, the employer 
receives an income tax deduction currently for its 
contribution to the plan. 


Objections to qualified plan 


e. The objections to the qualified pension plan are 
its possibly large cost, the relatively fixed nature of 
the commitment involved, and the provisions against 
discrimination. If the employer wants to pick and 
choose freely among the individuals to be benefited 
he cannot use the qualified plan alone. 

(i) The employer can, however, supplement a 
qualified plan with a nonqualified, discretionary one, 
without jeopardizing the tax status of the qualified 
plan (See P.S. 27, issued by the Internal Revenue 
Service on September 2, 1944). This technique is 
especially useful where the benefits of the qualified 
plan are too meager in the case of specific individuals, 
either because of insurability factors, or because, when 
the plan was put into effect or when they joined the 
company, they were at somewhat advanced ages, or 
because of a variety of other special circumstances. 


5. Deferred compensation contracts 


a. Whether or not employers have adopted non- 
discriminatory plans which qualify under the Internal 
Revenue Code, they frequently encounter a need for 
considerable flexibility in the handling of their com- 
pensation problems with their executives and key 
employees; and the employers may find as a practical 
matter that the required flexibility can be achieved 
at the present time only by individual deferred com- 
pensation contracts. 

b. While there are many variances, a typical con- 
tract is one in which the employer and employee agree 
that if the latter remains in service until normal re- 
tirement age, the employer will pay him a designated 
amount thereafter for life. 

c. Since the relationship is contractual, the em- 
ployee’s status (once the designated age is reached) 
is not dependent upon the employer's continued good 
will, as it was under the unsatisfactory method of 
spreading first discussed (page 66, above). 

(i) One variation is to have the right to a desig- 
nated amount or percentage of the retirement income 
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vest each year. Example: Contract executed at execu- 
tive’s age 55 provides that, commencing with the year 
following his normal retirement at age 65, he shall 
receive $20,000 annually for life, with his right to */19 
or $2,000 thereof vesting each year he remains with 
the company between ages 55 and 65. Thus if he quit 
or was fired at age 61, he would be entitled to an in- 
come of $12,000 ($2,000 x 6 years) beginning at age 
65. 


Certainty not possible 


d. The employee still is dependent, however, upon 

” continue »d solvency of the employer 

The employer may protect itself against the 
cok of the retirement liability by purchasing bonds, 
or an insurance policy or annuity contract on the 
employee's life. These will be investments of its own 
and the employer will receive no tax deduction for 
the insurance or annuity premiums. It will receive the 
tax deduction only as later it actually pays the deferred 
compensation to the employee. 

(ii) If the employer does acquire assets like those 
described in the preceding paragraph, it is important 
that these remain subject to the general obligations 
of the business and not be separated from the em- 
ployer’s other assets. There should be no basis for a 
claim that a trust exists in which the employee has 
rights, or that the annuity or insurance policy, if any, 
is his and not the employer's. Otherwise, the employee 
may become taxable upon the full value of the asset 
in one year (Cf. Morse v. Comm’r. above), or the em- 
ployer may forever lose the deduction. 

(A) When the employer collects on an insurance 
policy so acquired by it, the proceeds will be tax-free 
to it. In the case of an annuity policy, the company 
would include the premiums as cost in determining 
how much of the annuity payments received by it 
upon maturity of the policy were taxable (§72). In 
addition, the company would get a deduction for the 
amounts paid over to the retired executive or employee. 

(B) Probably amounts so invested by a corporate 
employer will not seriously jeopardize its position in 
in respect of the penalty tax on unreasonable accu- 
mulations of surplus. See Emeloid, 189 F. 2d 230 
(C.C.A. 3; 1951) 


Some employer disadvantages 


e. From the employer's viewpoint, there are present 
the same income distortions noted under the informal, 
non-contractual method first discussed (see, particu- 
larly, page 66, l.e.). 

(i) Thus the employer will make the payments and 
be entitled to the deductions in years different from 
those in which the employee rendered services. The 
deduction may mean less to the employer in those 
years. (In odd situations, on the other hand, the deduc- 
tions may mean more in later years, ‘as where the 
business is undergoing development now and for this 


reason the employer's deductions today are worthless. ) 
Safety of tax position 

f. The employer may like the fact that he can keep 
and use the money until the payments to the employee 
must be made. 

g. The key question as to deferred compensation 
contracts is whether the executive’s (and employee's) 
tax position is safe, that is, whether he may be charged 
with having received income, subject to tax, prior to 
his actual receipt of the payments from his employer 
under the contract. 

(i) He may be so charged, if the doctrine of “con- 
structive receipt” is applicable against him, as where 
he requests that earnings, already available to him 
but undrawn, should be applied toward retirement 
benefits. 

(ii) What about the case of an executive who is 
offered a salary increase for the future, and who re- 
quests instead that the payments be deferred until he 
retires? 

(A) This case is in a somewhat shadowy area, al- 
though the decisions have gone rather far in giving 
effect to agreements postponing the time prescribed for 
payment of income where it was not yet due or avail- 
able at the time the postponement was agreed upon. 
Suggestion to the employer: Don't offer the executive 
any current increase in salary, unless you're sure he 
wants to take it. 

(B) To protect his tax position, it is preferable that 
the executive at no time have any choice to take 
payment in advance of the specified dates for retire- 
ment payments. 

(C) From the viewpoint of the employer's broad 
interests, too, it is desirable that the executive not have 
an election to take cash. If the employer's purpose is 
to provide retirement security, this can be accom- 
plished only by deferred payments. 

(iii) Normally the doctrine of constructive receipt 
will not attach against the executive or employee in a 
deferred compensation situation. 

(iv) Secondly, however, the executive or employee 
may be charged with having received income in the 
form of property rights, i.e., the present value of the 
employer's promise to make payments in the future. 
Query: Is the entire value of a mere contract right to 
future retirement payments taxable at the time when 
contingencies are removed or satisfied on the theory 
that the contract right is the equivalent of cash? 

(A) No case has yet held that a cash basis taxpayer 
realizes income, either from compensation or from 
some other form of economic benefit, at a time when 
no property has been purchased or set aside for him 
and he has only the bare promise of his employer or 
other debtor to make payments in the future. 

(B) If he gets a marketable bond or negotiable 
promissory note of his debtor, he would be deemed 
to have realized income to the extent of its value. But 
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the cases have always distinguished a mere non- 
negotiable contract obligation, which is not deemed 
equivalent to cash. 

(C) Where the promise takes the form of an agree- 
ment by the party to pay the taxpayer an annuity, it 
is likewise held that such promise is not the equivalent 
of cash and is not similar to an annuity purchased for 
the taxpayer from an insurance company. 

(1) Internal Revenue Service apparently is not 
wholly convinced of this and may want to argue that 
the promise of the employer, if it is A.T.&T., for ex- 
ample, is worth the same as that of Metropolitan Life, 
and should produce the same tax results to the em- 
ployer. 

(v) Executive's (and employee's) tax position is 
relatively strong. It would further be fortified if real- 
istic conditions are a part of the deferred compensa- 
tion contract. 

(A) The primary condition which may be attached 
to the plan is that the employee shall have no right to 
benefits unless he remains in the service of the em- 
ployer until retirement. (Exceptions could be made 
for death, disability, military service, or dismissal with- 
out cause, in such manner as the employer may de- 
sire.) There is little doubt that this would be deemed 
a substantial condition which would prevent the vest- 
ing of rights in the employee prior to retirement and 
would assure his not being taxed at least until then. 

(B) That condition alone, however, might prove 

i - to the employee, if the courts ultimately accept 
the view that tax is incurred, prior to receipt of bene- 
fits, as soon as the employee’s rights vest. It is prefer- 
able that contingencies exist throughout the employee’s 
lifetime. Since the employer's interest in the services 
or advice of a retired employee, or in his work for 
other organizations, may actually not be great in every 
case, it will not always be possible to work out condi- 
tions which will be viewed as substantial and not mere 
window-dressing. It is recommended that individual 
consideration be given, in drawing the contract with 
each employee, to the question of what services or 
advice by him truly will be of value to the employer 
after the employee's retirement, and what competing 
activity by him it is desired to avoid. 

(C) An agreement that the employee will remain 
available for consultation or other services, on a stand- 
by basis, if such services would be of real significance 
to the employer in the particular case, should succeed 
in preventing tax on the employee prior to receipt of 
benefits, in the same manner as the contingency of 
continued employment prior to retirement would have 
that effect. 

(1) In drafting such a provision, some flexibility 
would have to be provided to take account of dis- 
ability or the absence of the retired employee on travels 
and the like. Probably this can be taken care of, with- 
out impairing the force of the condition, by providing 
that the acceptance of such excuses shall be in the 
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discretion of the employer. It would be beneficial to 
record the actual calls upon such stand-by employees, 
in order to establish the reality of the condition. How- 
ever, since the call for service may result in loss of 
Social Security benefits for the month in which such 
services are rendered, some supplemental compensa- 
tion might be provided for the actual rendition of 
services, to make up for that loss. 

(D) The condition that the employee must not 
engage in competition during his retirement frequently 
appears in deferred compensation contracts. 

(1) It is generally the rule that contracts restricting 
competition after termination of employment must be 
reasonably restricted as to time and place. However, 
the proposed contract would not involve restrictions 
on one who has ceased to be employed, since the em- 
ployee will continue to draw a salary on a stand-by 
basis. It can, of course, be made a cause for terminat- 
ing an employment contract if the employee com- 
petes with his employer, at any time or in any place. 

(E) A further contingency which could be written 
into the contracts would be a provision that benefits 
may be reduced or eliminated in any period in which 
the employee’s earnings exceed a specified amount. 
The contract should prescribe whether income from 
all sources, business earnings (to be clearly defined), 
or wages and salaries alone should be the test in this 
respect. It could be provided that if the employee’s 
earnings (defined as desired), including retirement 
benefits, exceed a stated sum or a stated percentage of 
base salary, the benefits shall be reduced by the 
amount of such excess or (if more liberality is de- 
sired) by some percentage of such excess. It has been 
suggested that the outside income condition is useless 
because it is entirely within the control of the em- 
ployee, who is free to obtain the benefits simply by 
refraining from working. However, the obligation to 
refrain from or to restrict gainful activity involves the 
giving up of substantial rights, and it is strongly 
arguable that a real condition is involved. 

(F) Possibly a further contingency could be added 
based on the earnings of the employer. However, this 
may be impracticable because of the nature of the 
particular business. 

(G) It may help to prevent taxability of the value 
of the contract at the time of retirement if benefits are 
made unassignable prior to actual receipt, unless the 
employer consents. Some unassignable property rights, 
it is true, have been taxed as the equivalent of cash, 
but at least the unassignability might depreciate the 
value of the contract if it is held taxable in one lump 
sum. 

(H) Even the remote risk that the entire value of 
the retirement contract might be taxed in the year of 
retirement would be a serious matter to the employees. 
Since the most certain condition is the one requiring 
continued employment until retirement, the financial 
risk to the employee may be minimized by a gradual 





72 + The Journal of Taxation + August 1955 


re -e of that condition, as suggested on page 69,(c) 
(i), above. Thus, in the case of an employee now 
age ls 55, it could be provided that, in each of the next 
ten years until retirement age, he will earn a contin- 
gent credit equal to 10% of the benefit ultimately to 
be provided for him under the plan; this amount of 
benefit would not be lost even by voluntarily leaving 
the employ, but it would still be dependent on the 
conditions respecting consulting services, noncompeti- 
tion, outside earnings, etc. If the courts should ulti- 
mately hold that cash basis taxpayers may be taxed 
on vested contract rights, and should further hold 
that all the conditions applicable after age 65 are 
insubstantial, the tax on the value of the retirement 
contract will be spread over a period of ten years 
before retirement rather than lumped in one year. On 
the other hand, if the post-retirement conditions are 
held substantial, the early partial removal of the 
employment contingency will not change the result. 
Future possibilities 

h. Future possibilities as to the income tax treatment 
of nonqualified deferred compensation plans. 

(i) It is probable that within the next several years 
the Congress will lay at rest the present income tax 
uncertainties involved in deferred compensation 
contracts. 

(A) H.R. 8300, as it passed the House of Representa- 
tives in 1954 contained provisions (subsequently 
dropped in the Senate and omitted from the final 
bill) which— 

(1) Would have allowed the employer a deduction 
i the year of payment to the employee or other 
distributee of non- qualified deferred compensation 
regardless of whether, at the time of the employer's 
contribution to a fund, the employee's rights were 
forfeitable or nonforfeitable. 

2) Would have taxed the payment to the executive 
or employee in the year in which he received payment 
under a nonqualified deferred compensation plan 
(whether funded or non-funded) even though his 
rights to the payments vested in a prior year. 

Effect on survivors 

j. The deferred compensation contact also may make 
provision for payments to the executive's or employee’s 
widow (for example) for life, if she survives him. 

) Estate tax consequences. 

(A) Prior to the 1954 Code, there was considerable 
uncertainty as to whether the Federal estate tax 
applied in respect of payments to a widow under a 
deferred compensation contract. The opportunities for 
avoiding estate tax consequences were materially en- 
hanced if one of the following precautions was 
adopted: 

(1) Only the employer was given the right to des- 
ignate the beneficiary. (This would, of course, be 
undesirable in most cases. ) 


(2) The contract irrevocably specified the benefi- 
ciary. (Dangerous, in view of possibly changing 
circumstances. ) 

(3) The contract specified the beneficiary but gave 
the executive or employee the right to suggest a 
change in the beneficiary, with full discretion in the 
employer as to whether the suggestion was honored. 

(B) It is too early yet to say with certainty what 
effect the 1954 Code will have on the foregoing. Sec- 
tion 2039 may be construed as including in the dece- 
dent's taxable estate the value of the employer's 
promise to continue payments to the widow. It is 
conceivable that the value of the payments to the 
widow could be reduced by attaching contingencies 
to her payments, such as that she. not remarry, or 
that her other income not exceed a certain amount, 
but such contingencies would, in many cases, be more 
of a burden to the widow than the saving in estate 
tax would warrant. The Treasury regulations on sec- 
tion 2039, when they appear, may shed some light on 
this area. 

(ii) Income tax consequences to the widow. 

(A) Payments to the executive’s or employee’s 
widow under a deferred compensation contract come 
within the $5,000 death benefit exclusion provided in 
Section 101(b) of the 1954 Code so long as the execu- 
tive or employee did not have, immediately prior to 
death, a nonforfeitable right to receive the amounts 
while living. Payments in excess of the $5,000 death 
benefit exclusion made to the widow, pursuant to the 
deferred payment contract, are taxable income to her, 
as received, under section 691 of the 1954 Code. This 
section would permit the widow who is taxed on pay- 
ments which were included in her husband’s estate to 
deduct the portion of the estate tax paid thereon. 

k. Capital gains possibilities under deferred com- 
pensation contracts. 

(i) The 1939 Code provided capital gains treatment 
for amounts received by an executive or employee in 
one taxable year after retirement, for the assignment or 
release of all his rights to receive a percentage of profits 
of the employer for a period of five years or more after 
retirement. This treatment was available only if such 
rights were included in the executive’s or employ ee’s 
terms of employment for at least 12 years and if he had 
been in such employment for more than 20 years. 

(ii) This provision of the 1939 Code has been carried 
over into the 1954 Code but is inapplicable unless the 
rights described above were provided in the employ- 
ment contract before August 16, 1954. (§ 1240). 


[Mr. Mintz is a partner in the Washington, D. C. law 
firm of Hogan & Hartson. This outline was the basis 
of a talk by Mr. Mintz at a Conference on Business and 
Tax Policy conducted by New York University and the 
University of Miami at Palm Beach, Florida, April 
17-22, 1955. It is published with the permission of 
New York University.] 
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SPREADING FOR THE BENEFIT OF THE EXECUTIVE’ 


A. This does not include payments to the heirs under 
qualified pension plans (either trusteed or insured ), or 
under nonqualified funded plans (either trusteed or 
insured), or under deferred compensation contracts, 
inasmuch as the payments to the heirs, as well as the 
gry to the executives and employees themselves, 
are all discussed extensively above. The following dis- 
cussion covers other (essentially voluntary ) payments 
made by the employer to the executive’s or employee's 
heirs in recognition of the services rendered by the 
deceased executive or employee. 

“ Deduction of payments by the employer. 

. Treasury regulations applicable to the 1939 Code 
permitted an employer to deduct the amount of salary 
of a deceased executive or employee which the em- 
ployer continues to pay to the decedent’s widow or 
heirs “for a limited period after his death . . . in recog- 
nition of the services rendered by the individual.” 
Since the 1954 Code made no substantive change in 
this area, presumably the regulations applicable 
thereto will be the same. 

a. An employer on the cash basis deducts such 
payments in the year made. In Rev. Rul. 54-625, 
published on December 27, 1954, the Revenue Service 
ruled that an employer on the accrual basis could de- 
duct the entire amount of such payments in the year in 
which the liability to make payments was incurred (by 
corporate resolution or otherwise) unless the payments 
were contingent upon some future happening, such 
as that the widow remain alive and unmarried. This 
ruling was modified, however, by Rev. Rul. 55-212, 
published on April 11, 1955, in which the Revenue 
Service holds that, regardless of whether the accrual- 
basis employer obligates himself to pay a pension to 
the widow of a deceased employee over a period of 
years or whether such payments are contingent upon 
some future happening, the employer may deduct in 

each taxable year, under Section 23(p) of the Internal 
Revenue Code of 1939, only those amounts which are 
actually paid during the year, subject to the general 
tests of reasonableness. Pr -esumably, the Revenue Serv- 
ice would apply the principle of this ruling under the 
1954 Code as well. 

b. The Treasury regulation does not define “a 
limited period,” but the Commissioner has indicated 
that the phrase refers to the reasonableness of the 
total amount to be paid, not just the period of time over 
which it is payable. 

(i) The Commissioner’s rulings on the question of 
amount of the payment indicate that, subject to (ii) 
below, any total annual sum not in excess of the dece- 
dent’s salary at the time of his death will not be 
questioned by the Internal Revenue Service. 

(ii) The period over which such payments can be 
made without running the risk of disallowance by the 
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Commissioner appears to be roughly two years, but 
the period varies with the facts of the case. Thus, 
paying the widow half the salary of her deceased hus- 
band for four years would probably be treated by the 
Commissioner the same as paying her full salary for 
two years. . 

In determining deductibility of such payments, 
the Courts have generally applied three tests. 

(i) The payment must be an ordinary and necessary 
business expense. This means that the payment should 
be authorized as additional compensation for the 
services of the deceased executive or employee and 
not as a gift to his widow because of her financial 
situation. 

(ii) The payment must be reasonable in amount. 
The Courts have insisted that the death benefit plus 
the salary already paid be established as reasonable 
compensation for the services rendered. 

(iii) The payments must be made for a limited 
period. The decisions have varied considerably over 
what it a limited period, depending upon the facts 
in the case. Generally speaking, a two or three year 
period appears reasonable although in unusual cases, 
longer periods have been approved. 

C. Taxing the recipients of voluntary payments. 

1. Prior to 1950, the Commissioner had treated 
voluntary payments to a deceased executive’s or em- 
ployee’s heirs as gifts and, therefore, not taxable to 
the recipient, despite the fact that, if the payments 
were reasonable both as to amount and period of 
time in which made, the employer was allowed <¢ 
deduction. However, such payments to the estate of 
the deceased (as distinguished from direct payments 
to his heirs) were considered additional compensation 
and taxable to the estate. 

2. In 1950, the Commissioner issued a ruling (I.T. 
4027) which revoked his earlier rulings holding volun- 
tary payments by an employer to a deceased execu- 
tive’s or employee's widow (and _ inferentially his 
other heirs) were not taxable. I.T. 4027 held that, 
effective January 1, 1951, such payments were includi- 
ble in the gross income of the recipient. 

3. There has as yet been no direct court test of this 
ruling. Cf. Estate of Ralph W. Reardon, T.C. memo. 
vp. 1955-154 (DKT. No. 49817), June 15, 1955. 

4. The ruling hit particularly hard because volun- 
tary payment to the heirs did not qualify, under the 
1939 Code, for the $5,000 death benefit exclusion, 
since there was no contract with the executive or 
employee requiring such payments. 

5. It is clear that, under the 1954 Code, voluntary as 
well as certain contractual death benefits now qualify 
for the $5,000 death benefit exclusion. The Commis- 
sioner may elect to argue that this strengthens his case 
under I.T. 4027 for taxing amounts in excess of $5,000. 


4 


oe 82 ee 


= Ged 2 





== eS oe 


Clinical demonstration of how to 


handle a tax fraud investigation 


Here is a 


criminal fraud prosecution. 


What should you do? 


by Harry GRAHAM BALTER 


sel of facts: from these may be drawn the picture of a client hovering on the brink of a 


How will you proceed? How to evaluate the 


complicated family and business relationships which obscure the real problem and the oulcome? 


ifler describing the picture as the practitioner sees it, this article discusses each decision he must 


make, and suggests guidance for the practitioner faced with a similar problem 


At 4:55 P.M. on 

Wednesday, January 5, 1955, you receive a phone 
call from a Mr. Henry Arbuckle, ‘certified public ac- 
countant, who tells you that a Special Agent of the 
Intelligence Division of the Internal Revenue Service 
has by letter requested two of his clients, John and 
Louis Pavich, to appear at the office of the Intelligence 
Division at 10:00 a.m. on Friday, January 7, to be 
questioned under oath; and also that the Special Agent 
has handed Mr. Arbuckle a Commissioner’s summons, 
ordering him to produce all of the books and records 
pertaining to John and Louis Pavich for the years 1949 
on, which may be in Arbuckle’s possession, as well as 
all memoranda, net worth computations, bank records, 
and other data which may be found among Mr. 
Arbuckle’s working papers in his office file on these 
clients. 


OU ARE SITTING IN YOUR OFFICE, 


You immediately arrange a conference in your office 
for the next morning, Thursday, January 6, at 9:30 
A.M., and at this conference there are present Mr. 
Arbuckle, John and Louis Pavich, and John, Jr., and 
Louis, Jr., who are associated in business with their 
fathers respectively. 

You get this information 

After interrogating all of these persons for several 
hours, you assemble the following information: 

Between 1935 and 1953, John and Louis Pavich and 
Joseph Pavich were associated together as sole owners 


of a wholesale produce business in San Francisco 
under the trade name of Pavich Brothers;’ until 1948 as 


— 


‘ 


a partnership, and from 1948 to 1953 as a corporation. 

None of these men were really brothers. They were 
simply kinsmen coming to this country from the same 
general neighborhood in the old country. 

The business of Pavich Brothers started out modestly 
but grew to large proportions during and after the war, 
and in recent years did an annual business in excess 
of several million dollars. 

Joseph Pavich was the best educated of the three 
and had complete charge of “Office operations,” the 
entering into of agreements with growers and shippers, 
contacting Quartermaster departments of the armed 
services, and public institutions with whom Pavich 
Brothers did a large business. Louis and John were 
“field” men, contacting farmers and growers, examining 
crops and harvests for purchase purposes, etc. John 
and Louis could not read or write English, and spoke 
it very meagerly; whenever they went on trips to the 
“field” they took along one or another of their sons 
who were American born and of course spoke English 
well, who acted as interpreters for their fathers. 

There was always one or more bookkeepers in the 
office under Jose ph’s direction; also outside auditors 
(Mr. Arbuckle had been the auditor since 1949); the 
books were adequate and appeared to be complete. 


Hostile employee enters 


In 1950, Baldo Pavich, a nephew of Joseph and not 
related to either John or Louis, American born and 
educated in Business Administration with considerable 


accounting training, came to work in the office under 
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Joseph; immediately friction developed between John 


and Louis on the one hand, and Joseph and Baldo on 


the other; John and Louis did not trust Baldo, did not 
like him personally, and felt with Baldo assuming more 
and more important responsibility in the office, John 
and Louis were pretty much at the mercy of Joseph 
and Baldo as far as distribution of earnings, proper 
records of all income, etc., was concerned. As a matter 
of fact, in January, 1951, John and Louis fired Baldo, 
but after a great deal of family wrangling and pressure 
by Joseph’s wife, Baldo was rehired, and although John 
and Louis acquiesced, the bad feeling continued. 


The suspicious bank account 


In March, 1951, a separate and additional bank ac- 
count (checking) was opened up in the name of 
Pavich Brothers at the Bellflower branch of the 
Security-First National Bank. This was near the office 
of the business, although for many years Pavich 
Brothers had dealt with the downtown main office of 
the bank. In this particular bank account there were 
deposited only the proceeds from the sale of by-prod- 
ucts of Pavich Brothers, not representing the normal 
business transactions of the company. The signature 
card for opening this account was signed by all three 
principals, namely John, Louis and Joseph, and also 
Baldo Pavich, although the details of handling the 
account were from the beginning and to the end ex- 
clusively in the hands of Joseph and Baldo. John and 
Louis were never seen at the bank, never made a de- 
posit there, and never personally drew a check on 
this account. All checks on this account were drawn 
either by Joseph or Baldo on behalf of the firm name, 
although many were made to the order of John and 
Louis or to “cash,” and then usually endorsed by Baldo 
or Joseph, with the proceeds going to John or Louis 
as the case may be. Twice a year the three principals 
would straighten out the ‘balances of this account so 
that there would be an even division three ways of the 
money represented in this account. 

All the proceeds from this Bellflower bank account 
were deposited in the personal bank account of the 
three principals; there were no secret or dummy bank 
accounts, either for the business or for the principals 
individually. 

There was a safe in the office and there was always 
a great deal of cash on hand, and some checks drawn 
by outsiders to the order of Pavich Brothers would be 
cashed and not recorded, the cash going into the office 
safe for distribution to the three principals as they 
needed it, either for business operations or for personal 
purposes. None of the deposits in the Bellflower branch 
bank appeared anywhere in the-beoks-and records of 
Pavich Brothers as income, nor did the receipts from 
these cashed checks from outsiders. 


CPA prepared the tax returns 


The tax returns of the business were prepared by 


Arbuckle who obtained his information from Joseph 
and Baldo and from the books ard records kept at the 
office. John and Louis had nothing whatever to do with 
the tax returns, nor with the keeping of the books and 
records. The tax returns of the business for the years 
in question did not reflect the Bellflower branch bank 
account, or the cashed checks from outsiders; neither 
did the individual tax returns of the three principals re- 
flect their shares derived from the Bellflower branch 
bank account, or the cashed checks; neither John nor 
Louis had anything to do with preparing their own 
individual tax returns; they were prepared by Arbuckle 
who got all his information, even as to the individual 
tax returns from the office, since their returns basically 
reflected either their salaries from the corporation or 
their drawings from the partnership, as the case 
may be. 

Joseph Pavich died in May, 1953, and within three 
days after his death Baldo closed out the Bellflower 
branch bank account and gave Louis and John each a 
check for one-third of the balance and stated that the 
remaining third would go in as part of Joseph’s estate. 
A violent family quarrel ensued after Joseph’s death. 
Baldo was fired again, but was rehired in a few days; 
it was agreed that the business would be liquidated 
as soon as possible; liquidation ended on December 
10, 1953; John and Louis went into business together, 
while Baldo and Joseph, Jr., the twenty-one year old 





HOW THIS ARTICLE ORIGINATED 


SEVERAL MONTHS AGO the author was invited by 
Ralph S. Rice, Professor of Law in the School of 
Law at the University of California at Los 
Angeles, to submit a “provocative” problem in 
the field of tax frauds for study and “solution” 
by his class in advanced problems in taxation. 
The author submitted the accompanying prob- 
lem: it was studied and researched by three 
separate teams of students. Subsequently the 
author lectured for several hours on the issues 
raised by the problem, and answered questions 
in turn raised by the students. Then finally the 
students combined to draft the “solution” appear- 
ing in these pages. No attempt has been made to 
correct or edit any of the conclusions reached or 
views expressed by the students. The problem 
and solution are presented here not to indicate 
the correct manner in which the problem should 
be solved, but rather as a.clinical demonstration 
of how a fairly knowledgeable group with some 
tax background were able to research and offer 
solutions for the handling of a rather complicated 
and many-faceted problem in the field of tax 
frauds. The “solution” was written by Robert 


Lord and Sanford Schwartz. 
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son of the deceased Joseph, went into business to- 
gether in direct competition to John and Louis; as a 
matter of fact, for a while each group used the name 
Pavich Brothers, until upon the threat of litigation 
Baldo and Joseph, Jr., resorted to the name Pavich 
and Son. 


Special agent starts investigation 


On March 10, 1954, a Revenue Agent and a Special 
Agent began to check with John and Louis on the past 
activities of the liquidated Pavich Brothers; they were 
told that the Bellflower branch account had been 
located; that the amount of deposits in that account 
from January, 1951, to May, 1953, when it was closed 
totaled $147,000; that they knew about the cashed 
checks from outsiders not recorded in the business 
books, and that these totaled $17,500; that they knew 
that none of these receipts were recorded on the books 
and records of the business, and that none of it was 
reflected in the tax returns, either of the business or 
of their individual returns. 

Upon demand Arbuckle had given the Revenue 
Agent and the Special Agent all of the regular books 
and records of the corporation and of the prior part- 
nership. Arbuckle decided there was no question but 
that the agents could prove the amount of deposits in 
the Bellflower branch bank account, but he found it 
difficult to ascertain the exact amount of the cashed 
checks of outsiders presumably not recorded in the 
business records. 

The Special Agents had as yet not interviewed John 
or Louis, but in our conference John and Louis denied 
that they had any knowledge that tax evasion was the 
purpose for opening the Bellflower bank account; that 
they assumed that taxes would be paid on the money 
de posite -d in this account; that they left all tax matters 
to the office and to the accountant, and that as far as 
the proceeds of cashed checks were concerned they 
assumed they were recorded in the books and records 
of the business; that they always needed cash for field 
operations and for on the spot purchases and expendi- 
tures, and that they assumed that the office would 
keep proper records of what they spent for the busi- 
ness and what they kept as drawings or for their own 
personal expenditures and would properly charge their 
accounts with non-business expenditures; that Baldo 


no doubt brought about this investigation since he has 
told everybody that he will do anything to see that 
John and Louis go to jail. 

Arbuckle confirmed that John and Louis could 
neither read nor write English, and that they had 
nothing to do with the books and records or tax re- 
turns of the business, that they left all these matters 
to the office, and that there was bitterness between 
John and Louis on one hand, and Baldo and Joseph on 
the other hand, and between the wives of the two 
factions, but apparently on the surface they got along; 
that while John and Louis were clearly illiterate, they 
had native shrewdness and that this accounted for 
their substantial financial success. 

Arbuckle urged that the two taxpayers go to the 
Intelligence Division on Friday, tell their story, and 
offer to file amended returns and pay up their shares 
of the deficiency in tax, plus a negligence penalty and, 
if necessary, also pay a fraud penalty, which in his 
opinion would probably convince the Special Agent 
not to recommend criminal action; Arbuckle also felt 
that he ought to comply with the Commissioner’s sum- 
mons to produce all the data, etc. in his working papers, 
even though he had there the penciled notes of a net 
worth statement that he had been working on which 
would show an increase in net worth substantially 
greater than that represented by the pro rata distribu- 
tion of the proceeds of the Bellflower bank account, 
plus the sum of $17,500 in cashed “outside” checks. 


These decisions needed within 36 hours 


What would your decision be as to the following: 

1. Whether to have the two clients appear at the 
Friday interrogation. 

2. Whether the net worth statement and other data 
in Arbuckle’s file should be produced, as requested by 
the Special Agent. 

3. What type of a defense would you have in mind 
to counter a possible criminal evasion case? 

4. What direction should your further investigation 
take? 

5. How will you deal with the Special Agent from 
the point that you advise him that you are in the case? 

6. What steps will you take if the Special Agent 
writes a report re commending criminal action against 
both John and Louis Pavich? 


OUR PROPOSED SOLUTION 


Bu PROCEEDING to the particular questions in- 
volved in this problem, it would seem advisable 
to mention a few general considerations that should 
be kept in mind throughout. The first of these involves 
the lawyer's evaluation of his client's problem. The 
point here is that in a situation where a client is being 


investigated for tax evasion, it would be wise to dis- 
count his story. Frequently the client will not tell the 
complete truth either because he is ashamed to do so, 
or because he feels that he must conceal some of the 
details, or because his memory is hazy, or for some 
other similar reason best known to himself. Regardless 
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of the reason, the fact remains that the “facts” as re- 
lated by the client cannot be accepted at face value; 
the tax counsel himself must undertake an independent 
investigation. 

It is also important that the lawyer realize how much 
information the government already has and how more 
can be obtained by it. Here the Bellflower bank ac- 
count and the record of all deposits have already been 
discovered. Also enemies of the taxpayers, such as 
Baldo here, may have given the Agents a great deal 
of information and are probably anxious to give more. 
Baldo is bitter and may be willing to swear to false 
statements. This is an important consideration in eval- 
uating the possibility that a criminal action will be 
commenced. 

The lawyer must also consider his position with rela- 
tion to the Agents on the other side of the issue. It is 
not his duty to “try the government's case” and he has 
no moral or ethical obligation to divulge his evidence. 
He may use steps to win his case as he thinks best 
short of deception or fraud on the government. 


Should clients appear on Friday? 


Should the two clients appear at the Friday interro- 
gation? The answer to this question is a definite no in 
the situation presented here. 

There is no legal compulsion that the clients appear, 
as no legal process has been served. This being true, 
the first thing that a lawyer should realize is that no 
one is prepared to appear on Friday. If he is to prop- 
erly represent his clients, and if he does not wish to 
believe their story without any substantiation, then he 
must seek the facts of the situation and conduct what- 
ever research may be necessary. This can hardly be 
done in the day or so remaining before the Friday ap- 
pointment, so a postponement should be requested. 
Such requests are generally granted without much 
question, but in a situation such as this, the lawyer 
would have to take his postponement whether the 
Internal Revenue Service agreed or not. He is just not 
ready, and he cannot be compelled to appear until a 
summons is issued (Section 7602). 

When the meeting with the agent is finally held, the 
clients should still not appear. There are many reasons 
for this. Probably most important is that even if the 
clients did appear they should not talk, and for them 
to appear and not talk would not accomplish anything. 
They must protect their privilege against self-incrimi- 
nation by refusing to give any statements. The slightest 
testimony that they might give might be held to be a 
waiver of their privilege under the “open door” theory. 
See Redlich, Searches, Seizures and Self-Incrimination 
in Tax Cases, 10 Tax L. Rev. 191, 200 (Jan. 1955); 
Rogers v. U.S., 340 U.S. 367 (1951). Second, anything 
they might say could be used against them and it 
might be misconstrued. 

More complete consideration will be given later on 
as to why this refusal to cooperate will not hurt the 
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clients to any extent. For now it will be sufficient to 
say that if the Special Agent has the evidence, he will 
probably recommend criminal action even if you “co- 
operate.” 


Should CPA produce his net-worth statement? 


Should the net-worth statement and other data in 
Arbuckle’s file be produced as requested by the Special 
Agent? The best answer to this would appear to be for 
Arbuckle to produce all of his papers except those 
involved in the preparation of the net-worth statement. 
Before turning to the basic reasons for such a decision, 
it might be well to consider the net-worth situation. 

Basically it can be said that this it not a net-worth 
problem. The reason is that the bank account analysis 
is sufficient evidence on which to base criminal prose- 
cution, and the Agent does not even need a net-worth 
statement. The net-worth system is used for two gen- 
eral purposes: (1) where no better system is available; 
and (2) as a check against another system. The govern- 
ment in an indictment need not state an exact tax 
deficiency, so enough can be proved from the bank 
account here. Nevertheless, it is not advisable to have 
the accountant turn over this excess evidence unless 
and until legal process is specifically issued for it. He 
should consider whether it may not be said that these 
papers do not come within the scope of the summons. 

The net-worth figures which Arbuckle has tenta- 
tively made are basically of a different type than the 
remainder of his working papers. It would seem that 
Arbuckle was preparing this net-worth statement as a 
check on the outside checks which were cashed but not 
reported. While as yet this statement is not complete, 
it indicates that the position of the Paviches is even 
blacker than indicated by the balances of the Bell- 
flower account and the amount of outside checks which 
the Treasury has apparently traced. This tentative net- 
worth statement, however, is not the sort of thing 
that an accountant would normally do for a client. 
Rather, it seems to be something that Arbuckle did to 
find out information for himself. While this would not 
make the statement privileged, we should carefully 
consider whether the statement would not come with- 
in the terms of the present request for an accountant’s 
working papers. Of course, if the accountant is spe- 
cifically asked whether he has such a statement, he 
must admit he has it and if the summons may be fairly 
interpreted to be broad enough to require that he pro- 
duce it, then it must be produced. 

Other items should be noted. It should be remem- 
bered that there is no statute of limitations applicable 
even as to the year 1949 since under the provisions of 
IRC Section 6501(c) collection of tax may be begun 
at any time where the government can show fraud. 
Consequently, the summons may properly require in- 
formation as far back as that date. Also it seems that all 
the accounting papers are relevant in establishing the 
taxpayers’ incomes for the years in question, so the 
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summons does not appear to be so vague as to be objec- 
tionable on the ground of due process or unreasonable 
search and seizure. The facts establish a basis for sus- 
picion of fraud. The Commissioner can go on a fishing 
expedition if the grounds for inquiry are reasonable. 
First Nat. Bank of Mobile v. United States, 160 F. 2d 
532 (5th Cir. 1947); cf. Zimme rman v. Wilson, 105 
2d 583 (3rd Cir. 1939). Furthermore, it must be 
remembered that Arbuckle, not the taxpayers, received 
the summons. Constitutional privileges are personal 
and cannot be raised by third persons in behalf of tax- 
payers. U.S. v. First Nat. Bank of Mobile, 295 F. 142, 
aff d 267 U.S. 576 (1925); Cooley v. Bergin, 27 F. 2d 
930 (D.C. Mass. 1928). Even accountants may not in- 
voke constitutional privileges of their clients but must 
turn over all their clients’ records to the Service. In re 
Walrich, 84 F. Supp. 481 (S.D.N.Y. 1949); see Schul- 
man v. Dunlap, 105 F. Supp. 104 (D.C.S.C.N.Y. 1952) ; 
Falsone v. U.S., 205 F. 2d 734, Cert. denied 346 U.S. 
864 (1953); 32 Taxes 263 (1954). Whereas lawyers 
may aie the attorney-client privilege in refusing to 
yie 1d records in their possession (8 Wigmore on Evi- 
dence 592 (3rd ed. 1940); Pe ople v. Minkowitz, 220 
N.Y. 399 (1917) ), communications between taxpayer 
and his accountant are not privileged. In re Fisher, 
2d 424; Petition of Borden Co., 75 F. Supp. 857; 
Donnely v. United States, 201 F. 2d 826. The Supreme 
Court has even implied that the taxpayer's records 
which are required to be kept could be seized with or 
without a court order without violating the 4th or 5th 
amendments. Shapiro v. United States, 335 U.S. 1 
(1948). 

Consequently it seems clear that Arbuckle could be 
prosecuted criminally if he refused to appear. Such 
proceedings are authorized by Section 7210 of the 
Code. This alone would seem to establish that Ar- 
buckle should appear as demanded. Further grounds 
for advising Arbuckle to comply with his summons are 
that if he did not so comply: (1) the Service might still 
be able to obtain secondary proof of taxpayers’ records 
by means of agents who possibly have seen Arbuckle’s 
papers or through informers such as Baldo; (2) the 
Service might invoke IRC 6020(b) in order to make a 
pre sumptively correct return which John and Louis 
could resist only by using the papers in Arbuckle’s pos- 
session; (3) a policy of non-cooper ration might be 
established with the attendant evils; the friendly 
atmosphere which an accountant strives for between 
himself and the Internal Revenue Department with 
whom he works so often might be destroyed for 
Arbuckle. 

It may be wise for the purposes of future research, 
for the attorney to hire an accountant, preferably a 
new one, and claim the attorney-client privilege for 
the work of the accountant as the attorney’s agent. 


How would you defend against criminal charge? 


What type of a defense would you have in mind to 


counter a possible criminal evasion case? The basic 
defense of John and Louis to a charge of wilfully 
evading taxes (Section 7201 of the IRC) must be the 
absence of the element of wilfulness. 

Of course, whenever a taxpayer is charged with tax 
fraud he has available two basic defenses: first, that he 
didn’t owe the tax, and second, that even if he did, he 
didn’t wilfully attempt to evade it. Here, however, 
there seems little chance that John and Louis can avail 
themselves of the defense that they didn’t owe the tax, 
since the Bellflower Bank account showed income items 
of $147,000 not reported on their returns, and in addi- 
tion there are apparently at least $17,500 of checks not 
accounted for. Also, it appears that additional checks 
were cashed and not reported in the Pavichs’ returns. 
While these sums might not be income items, the fact 
that the tentative net worth computations of Arbuckle 
show an even greater discrepancy indicate that John 
and Louis received substantially more income than 
they reported. Therefore, they are probably reduced to 
the second and sole defense of lack of wilfulness. Of 
course, a careful investigation of this issue should be 
made and the direction of such an investigation will 
be considered under the following question. However, 
the likelihood that the Paviches owe the tax indicates 
that if they go to trial the sole defense will probably 
have to be lack of wilfulness. Since this is their strong- 
est defense, it would probably be well to be the sole 
one relied on. Presenting weak defenses will only tend 
to obscure the strongest defense the Paviches have. 

Finally, we should note the circumstances which 
strengthen the defense of lack of wilfulness: 

John and Louis are foreigners without a good 
knowledge of the English language. 

2. Neither had anything to do with the preparation 
of his returns for the years in question. 

3. The unreported income was not the result of any 
illegal transaction. 

4, The Bellflower account was established in a per- 
fectly open manner. There were no dummy accounts or 
secret ones. 

5. The account was established in a logical place for 
one to be—near the business. This was also a place 
where a Treasury agent would be easily able to find it. 

6. Not only were John and Louis themselves unable 
to supervise the bookke -epers, but they didn’t even try 
to do so by having their sons aid them. They left the 
books to others. 

7. Dealings with the Bellflower account were by a 
person hostile to John and Louis—i.e., Baldo. 

8. Baldo’s hostility to John and Louis may cause him 
to give false testimony as to John and Louis’ knowledge 
of the tax fraud. 

9. Baldo may have set up the account to trap John 
and Louis. 

It is of special note that throughout the period of 
the Bellflower Bank account John and Louis were on 
terms of hostility toward the keepers of the books and 
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the extra account. This points strongly in the direction 
of their innocence of tax fraud, for it is to be doubted 
that these two businessmen would allow an enemy of 
theirs to have evidence which could cause both of them 
to be sent to the penitentiary. Yet such would be just 
what they did if they joined Baldo in trying tax fraud 
with the Bellflower account. They were obviously on 
bad terms with Baldo, firing him on several occasions. 
They would hardly have done this were they attempt- 
ing tax fraud with his aid at the same time. 


How do you proceed from here? 


What direction should further investigation take? In 
making further investigation the first point to consider 
is the problem of keeping confidential any facts 
brought to light. Since an accountant does not have the 
same status as an attorney in regard to privilege of his 
work for the client, it would seem desirable to hire an 
accountant. As previously indicated a new accountant 
(not Arbuckle) should be employed; even then there 
is grave doubt as to whether facts he discloses will be 
privileged from the Government, especially in view of 
the case of Himmelfarb v. United States, 175 F. 2d 924 
(9th Cir., 1949). However, if the attorney does hire a 
new accountant to aid him in the investigation, it is 
likely that the Internal Revenue Service will not press 
matters and try to obtain disclosure of what this new 
accountant knows. 

The first thing to check would seem to be the activi- 
ties of Baldo. He may well be the one who practiced 
actual fraud, and he may have taken some money him- 
self. Certainly he would seem to be the one who had 
the best opportunity to falsify the books, and he may 
have done this intentionally, in order to damage John 
and Louis, even though he personally filed an honest 
return. 

Next, since the main defense will probably be a lack 
of the element of wilfulness, it would be well during 
the investigation to get evidence as to the hostility of 
Baldo toward John and Louis. It is one thing to know 
of this hostility, but how can it be proved if, at a trial 
of John and Louis, Baldo denies he bore either of them 
ill-will? It would seem desirable to obtain affidavits to 
this effect also, so they could be used in settlement 
negotiations with the Regional Counsel's office, if mat- 
ters get that far. Particularly, disinterested witnesses 
should be locate d, if av ailable, and statements should 
be obtained from them. 


Investigation should also be conducted to show if 


the taxpayers are physically able to go to trial. While 
the Government has recently announced that the tax- 
payer's health will not be considered in deciding on 
prosecution, such considerations may make a practical 
difference in a close case. 

Finally, an investigation of the character of John 
and Louis should be made to determine if character 
evidence can be put in as part of their defense for pur- 
poses of both negotiation or trial. 


How will you deal with the Special Agent from the 
point that you advise him that you are in the case? 
The first thing to do in dealing with the Special Agent 
is to ascertain whether he is a Special Agent, rather 
than a Revenue Agent. For if he is only a Revenue 
Agent he may well be looking for a mere deficiency, 
and quite likely will not try to work up a criminal case. 
If, however, he is a Special Agent, he will be looking 
for possible criminal action. Since the Bellflower Bank 
account alone will provide the government with a 
prima facie case, you must assume that the Special 
Agent will probably recommend criminal action. Con- 
sequently, a general policy of non-cooperation should 
be followed. 

Of course, even though the taxpayers are to pursue 
a policy of non-disclosure does not mean that they 
cannot be as cooperative about matters of ordinary 
courtesy as possible. But in no case is it necessary to 
assist in preparing the government's case. In general, 
at the field agent level, the defenses of John and Louis 
should not be disclosed. 

The best guides for dealing with the Special Agent 
after you inform him that you are in the case are in 
essence: (1) do not underestimate the intelligence, 
experience, and integrity of the opposition; (2) firmly 
request adequate time for a thorough investigation of 
the situation; (3) base decisions as to cooperation on 
all the circumstances; (4) cooperation need not be an 
“all or nothing” matter; (5) it should be safe to co- 
operate to the extent of supplying the data which the 
Agents are sure to find in any event (this is especially 
pertinent here, and since the threat of criminal action 
is serious, this should be the limit of such cooperation ) ; 
and (6) in making the decision as to cooperation the 
advisor should be guided by personal make-up of the 
client (here the reaction of the clie nts, because of their 
background, is not safely predictable and thus bring- 
ing them into the picture would be risky ). It should be 
kept in mind that the earnest cooperation of both tax- 
payer and counsel with the Agent will not prevent the 
recommendation to prosecute; and at the trial, whether 
by court or jury, if the necessary evidence to support 
substantial understatement of income and wilfulness 
is present the defendant's protestations that he co- 
operated fully will not save him from a conviction. 
(See Balter, Fraud Under Federal Tax Law (2d ed. 
1953) Chapter VII. ) 

Action if criminal prosecution is recommended 

What steps should be taken if the Special Agent 
writes a report recommending criminal action against 
both John and Louis Pavich? While many tax attorneys 
seem to prefer only limited cooperation with the Spe- 
cial Agent, their approach sometimes changes to more 
cooperation if and when their case goes up to the 
reviewing section. 

The first good legal review of the case can be had 
(This article is concluded on page 93 of this issue.) 
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New Agran decision holds virtually all 


CPA-Treasury negotiations practice-of-law 


T= COURTS DECISION in the retrial 

of Agran v. Shapiro has just been 
handed down. The Appellate Depart- 
ment, California Supreme Court, after 
concluding that Agran, a CPA, had 
practiced law (jrax, July 1954, p. 39) 
remanded the case for retrial to deter- 
mine how much Agran is entitled to 
recover for services not the practice of 
law. The opinion in the retrial says 
that “. . . all services performed by 
plaintiff (CPA) from the time of the 
first conference with the Treasury De- 
partment . . . constituted the practice 
of law, for which services he must be 
denied . . . [compensation].” 

Judge Barker, in this new opinion, 
apparently is trying to provide a clean 
line to separate the rightful areas for 
accountants and lawyers to practice in 
tax matters. The result is that the 
CPAs get what they can of pre-Treas- 
ury work, and the lawyers get all 
Treasury negotiations. All will applaud 
Judge Barker’s approach: “It is the 
opinion of this court that accountants 
and other persons handling taxation 
matters for others are entitled to a 
decision which they may use as a guide 
for their conduct in such situations.” 
But we venture to say that few indeed 
will be the accountants who find in the 
Judge’s conclusion any real perception 
of the function of the accountant in 
negotiations with the Treasury, or of 
the CPA-client relationship. 

The CPAs feeling of frustration at 
the theoretical way these extremely 
practical problems are handled was well 
voiced by Marquis G. Eaton in the June 
1955 issue of The Journal of Ac- 
countancy. His views will be widely 
shared by accountants who are familiar 
with the informal, factual, give-and- 
take nature of tax examinations of the 
Treasury. They are indeed far from 


the adversary proceedings of the trial, 
Mr. Eaton says, in these words: 

“What a great pity it is that there is 
no easy way to explain the nature of 
accounting to judges—explain it in such 
terms that it can be easily recognized 
even when seen in company with the 
more familiar machinery of the law. 

“The CPA has a pretty accurate con- 
ception of the practice of law. He takes 
an examination in certain law subjects, 
but more importantly his work brings 
him into constant contact with lawyers. 
It does not follow that all lawyers, and 
judges, are in constant contact with 


the CPA, and accounting courses in 
law schools are of recent and limited 
incidence. We cannot expect judges at 
this time to have the informed opinion 
of the practice of accountancy that the 
CPA has of the practice of law. The 
accountant, then, has a duty to spare 
no effort in bringing to lawyers, and 
judges, a workable understanding of 
the nature of accounting, as difficult as 
that subject may be to illuminate. 

“Is it not a fair question whether 
lawyers, and judges, for their part, 
have a duty to press for wunder- 
standing?” 

One virtue of the present decision, as 
we see it, is that the.line here drawn to 
define the practice of law is so restric- 
tive as hardly to be supportable in a 
work-a-day world. Clearly, this calls 
for a decision by the United States Su- 
preme Court, or Federal legislation, to 
establish a workable rule as to which 
professions can do what tax work. We 
need a_ nation-wide rule, established 
with knowledge of all the facts and im- 
plications. This decision can be appealed 
to the Los Angeles Superior Court. 

The facts and holding in this new 
Agran decision are best obtained from 
the language of the opinion itself. It 
is reproduced below. 


JUDGE BARKER’S OPINION IN NEW AGRAN TRIAL 


This is an action by a certified public 
accountant to recover from the de- 
fendants for services rendered by him 
in their behalf in connection with 
federal income taxes. There is no seri- 
ous dispute as to the facts of the case. 

There was a previous trial of the 
same issues, resulting in a judgment for 
the plaintiff for the full amount sued 
for. An appeal was taken by the defen- 
dants to the Appellate Department of 
the Superior Court of Los Angeles 
County, which resulted in a reversal. 
In its opinion, which will be found in 
127 Cal. App. 2nd 807, the Appellate 
Department declared that certain of 
the services rendered by plaintiff con- 
stituted the practice of law, for which 
services he could not receive compensa- 
tion. The opinion contains no exact rule 
for distinguishing such services from 
those ordinarily rendered by an ac- 
countant in preparing income tax re- 
turns and related documents. The task 
is therefore imposed on this court of 
determining the precise services for 
which plaintiff may and may not be 
compensated. 


80 


The following statement of the fac- 
tual situation with which plaintiff was 
concerned in preparing the income tax 
returns in question is set forth on page 
809 of said opinion: 

“In the preparation of the joint re- 
turn of the defendants for the calendar 
year 1948 plaintiff claimed as a de- 
duction a loss in the sum of $43,260.56, 
which was incurred in this manner: de- 
fendants were the owners of a build- 
ing in the city of Los Angeles, which, 
under date of July 19, 1946, they had 
leased to one Pritchard, a dealer in 
used automobiles, for a fixed rental of 
$1,500 per month, plus 5 per cent of the 
net profits from lessee’s operations in the 
demised premises. This lease, on 
November 5, 1947, was amended or 
superseded by a new agreement under 
which the rental to be paid was $1,500 
per month, plus 5 per cent of the profits 
from lessee’s operations upon the de- 
mised premises, as well as of the profits 
derived from four other used-car lots 
operated by the lessee at other loca- 
tions, in consideration of which defend- 
ants agreed with the lessee that they 
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would, and did, guarantee the Bank 
of America against loss upon all ‘used 
cars financed by and contracts dis- 
counted with the bank by the lessee.’ 
As part of this agreement the defendants 
agreed to, and did, deposit with the 
bank the sum of $115,000 in cash to 
secure their guaranty. The lessee there- 
after became financially embarrassed, 
with the result that on December 14, 
1947, the bank foreclosed against the 
lessee, and defendants’ deposit was re- 
tained by it to cover any losses which it 
might sustain as the result of the bank’s 
transactions with the lessee, and as of 
December 31, 1948, the bank had 
charged the defendants’ deposit with 
losses totalling the sum of $43,260.56, 
the amount claimed as a deduction in 
the 1948 return, as previously stated.” 


The “Pritchard loss” 

At pages 810 to 812 is set forth a 
statement as to the work done by plain- 
tiff in handling the various income tax 
matters for defendants arising out of 
this so-called “Pritchard loss.” 

Briefly summarized, they consisted 
of the filing of returns for the year 1948, 
in which a deduction was made for the 
loss in question; preparation and filing 
of “Application for Tentative Carry 
Back Adjustment” (including refund 
for the years 194€ and 1947); prepa- 
ration of 1949 return, wherein a further 
deduction for said loss was made; re- 
search of the law involved; and con- 
ferences with various representatives 
of the Treasury Department. 

The question involved in connection 
with “carry back adjustment” was 
whether the loss was deductible in 
whole or in part, depending on whether 
it constituted a “net operating loss from 
the operation of a trade or business” 
under Sec. 23(e)(1) of the Internal 
Revenue Code (26 U.S.C.A.) or a 
“nonbusiness bad debt” under Sec. 
24(k)(4) or a “loss on a transaction 
entered into for profit, though not 
connected with a trade or business” 
under Sec. 23(e) (2). 


$15,000 taxes involved 

The difference in taxes to the de- 
fendants between the least and most 
favorable sections was approximately 
$15,000. Through plaintiffs efforts 
representatives of the Treasury De- 
partment gradually retreated from a 
position most adverse to defendants to 
the one most favorable. There is no 
question but what the fee claimed by 


the plaintiff was reasonable if he were 
in a position to enforce payment. 

At the time of the appeal referred 
to, the plaintiff argued that Treasury 
Circular No. 230 (now parts 10 and 13, 
Subtitle A, Title 31, Code of Fed. 
Regs.) promulgated by the Secretary 


of the Treasury pursuant to statutory 


authority, providing for the admission 
to practice before the department of 
“admitted agents,” is determinative as 
to the rights of the plaintiff to perform 
all of the services under consideration in 
this case and to receive compensation 
therefor. In Agran v. Shapiro, supra, 
commencing at page 820, the Appel- 
late Court discussed this contention 
and determined that by this regulation 
the Secretary of the Treasury did not 
purport to “authorize nonlawyers to 
perform acts in connection with tax 
matters before the (Treasury) Depart- 
ment which would constitute the prac- 
tice of law.” 


New testimony in this trial 


Upon the retrial of the matter in this 
court, plaintiff introduced testimony of 
representatives from the Office of the 
Collector of Internal Revenue, not 
produced at the first trial. It is con- 
tended that because of this additional 
testimony the factual situation is dif- 
ferent from that involved in the prior 
trial and therefore the decision of the 
Appellate Department is not the law 
of the case. 

Briefly summarized, this testimony 
was to the effect that the Collector’s 
Office deals with all “admitted agents” 
in the same manner regardless of 
whether or not they are attorneys at 
law or accountants; that the greater 
percentage of agents employed in the 
Collector’s Office are not lawyers; that 
the Collector’s Office deals with more 
nonlawyer “admitted agents” than 
lawyers. 

It is contended that this additional 
evidence establishes an administrative 
interpretation of Treasury Circular No. 
230; that this evidence frees this court 
from the binding effect of the Appel- 
late Court’s decision. (Hoffman v. Sou. 
Pac. Co., 215 Cal. 454, 457.) 

It is this court’s opinion that this 
“additional evidence” does not change 
the factual situation from that pre- 
sented in the first trial and does not in- 
dicate an administrative construction 
and interpretation of the circular in 
question contrary to that placed on it 
by the Appellate Department. There- 
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fore, this court is of the opinion that it 
is bound by the Appellate Depart- 
ment’s decision and must hold that 
Treasury Circular No. 230 does not 
authorize the plaintiff to recover for 
purely legal services performed by him 
in behalf of the defendants in connec- 
tion with the matters which are in 
controversy. 

In considering the second phase of 
this case, a determination of those 
services which constituted the practice 
of law by the plaintiff, it may be stated 
that plaintiff's testimony at the second 
trial as to the various steps taken by 
him accords with the Appellate Depart- 
ment’s summary heretofore referred to. 

In the second trial, services per- 
formed by plaintiff were separately 
itemized and assigned an item number. 
Plaintiff testified to a total of 28 sepa- 
rate matters, in addition to the filing of 
the 1946 and 1947 returns (over which 
there is no dispute). 


Analysis of CPAs services 


The following matters adverted to 
by the Appellate Court in its decision 
are taken by this court as its guide in 
classifying the services rendered by 
plaintiff. 

First: The court quotes from People 
v. Merchants Protective Association, 
189 Cal. 53, 535, which holds that the 
practice of law “includes legal advice 
and counsel and the preparation of 
legal instruments and contracts by 
which legal rights are secured, although 
such matter or matters may or may not 
be depending in court.” 

Second: The court then makes the 
comment that it is often difficult to 
determine whether a particular ac- 
tivity falls within the definition quoted. 
and adds that this is particularly true 
“in the field of taxation where questions 
of law and accounting are frequently 
inextricably intermingled, as a result of 
which doubt arises as to where the 
functions of one profession end and 
those of the other begin.” 

Third: The court declares that in 
the preparation of tax returns for the 
years 1946 and 1947, the “plaintiff did 
not engage in the practice of law” and 
is therefore entitled to recover for such 
services. 

Fourth: As to the so-called “Prit- 
chard loss,” the court indicates that in 
preparing the 1948 return, the applica- 
tion for “carry back” adjustment for 
1946 and 1947 and subsequent con- 
ferences with representatives of the 
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Department, plaintiff was 
dealing with questions of law; “a diffi- 
cult and doubtful one as well.” 

Fifth: The court disapproves the so- 
called “incidental” rule set forth in the 
Matter of New York County Lawyers 
Assn., 273 App. Div. 524 (78 N.Y.S. 
2d 209, 9 ALR 2d 787), commonly 
referred to as the Bercu case, which was 
affirmed without opinion in 299 N.Y. 
728 (87 N.E. 2d 451). This rule is 
that a person qualified to prepare and 
file an income tax return may perform 
such legal services as are incidental to 
the filing of such return. 

Sixth: The court approves the reason- 
ing of the Supreme Court of Minne- 
sota in Gardner v. Conway, 234 Minn. 
468 (48 NW 2d 788), in rejecting the 
incidental rule. 

The following quotation from this 
opinion is found at page 818 in Agran 
v. Shapiro, supra: 

“Generally speaking, whenever, as 
incidental to another transaction or 
calling, a layman, as part of his regular 
course of conduct, resolves legal ques- 
tions for another—at the latter’s request 
and for a consideration—by giving him 
advice or by taking action for and in his 
behalf, he is practicing law if difficult 
or doubtful legal questions are in- 
volved which, to safeguard the public, 
reasonably demand the application of 
a trained legal mind. What is a difficult 
or doubtful question of law is not to 
be measured by the comprehension of 
a trained legal mind, but by the under- 
standing thereof which is possessed by 
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a reasonably intelligent layman who is 
reasonably familiar with similar trans- 
actions. A criterion which designates 
the determination of a difficult or com- 
plex question of law as law practice, 
and the application of an elementary or 
simple legal principle as not, may in- 
deed be criticized for uncertainty if a 
rule of thumb is sought which can be 
applied with mechanical precision to all 
cases. Any rule of law which purports 
to reflect the needs of the public welfare 
in a changing society, by reason of its 
essential and inherent flexibility, will, 
however, be as variable in operation 
as the particular facts to which it is ap- 
plied.” (Emphasis supplied.) 

Seventh: At page 819 of Agran v. 
Shapiro, supra, the Appellate Depart- 
ment says: 

“From what has been said, it appears 
that plaintiff undertook to determine 
the ‘tax effect’ of defendant’s transac- 
tion with Pritchard, the ascertainment 
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of which involved uncertainties both as 
to the interpretation of the taxing stat- 
ute as well as the application thereof to 
the transaction in question. It is like- 
wise evident from the plaintiff's testi- 
money that at the time of preparing the 
application for carry back adjustment 
and refund he realized that a ‘contro- 
versial legal issue’ was involved with 
respect to which the Treasury Depart- 
ment might take a contrary view, for 
he assigned this as a reason why he 
could not then advise defendants as 
to what his fee in the matter would be. 
And when he finally submits his bill we 
find that, in detailing therein the serv- 
ices covered thereby, no mention is 
made of accounting work or that in- 
volved in the preparation of the returns, 
but rather he describes the same as 
consisting of “conferences with revenue 
agent(s)’ and ‘research of the problems 
involved and preparation of arguments 
to overcome’ the proposed additional 
assessments, the only basis for which 
could be the Treasury Department’s 
claim that the Pritchard loss did not 
constitute a ‘net operating loss’ under 
section 122. Surely the solution of this 
‘problem’ did not involve or depend 
upon the application of accounting 
principles or procedure, but of legal 
principles and precedents. These were 
the subject of plaintiff's ‘research’ and 
these alone could serve as the founda- 
tion for his ‘arguments’ addressed to 
the representatives of the Treasury De- 
partment in resisting the ‘proposed as- 
sessments.’ 

“From what has been said, we would 
have but little hesitancy in concluding 
that the services rendered by plaintiff 
other than those involved in the prepa- 
ration of the income tax returns and 
possibly others of an accounting charac- 
ter constitute the practice of law as 
that term has been judicially defined in 
this state. (Kountz v. Rowlands 
(1943), 46 Pa. D.&C. Rep. 461, 463.)” 
(Emphasis supplied. ) 


Court’s view of overlapping services 

From the italicized language in the 
excerpt just set forth it appears that 
it was the Appellate Department’s con- 
clusion that research and “preparation 
of arguments to overcome the proposed 
additional assessments” (of the Treas- 
ury Department) were the “most sig- 
nificant factors in establishing that 
plaintiff was engaged in the practice of 
law.” 

With these considerations in mind 


this court will attempt a rule to be ap- 
plied to the instant case. 

The Minnesota Supreme Court in 
Gardner v. Conway, supra, as seen in 
the excerpt quoted by the Appellate 
Department and set out above, appears 
to make the test hinge on whether dif_i- 
cult or doubtful legal questions are 
involved “as determined by a reason- 
ably intelligent layman.” 

The court concedes that such a rule 
may “be criticized for uncertainty if 
a rule of thumb is sought which can be 
applied with mechanical precision to 
all cases.” 

It is the opinion of this court that 
accountants and other persons han- 
dling taxation matters for others are en- 
titled to a decision which they may use 
as a guide for their conduct in such 
situations. 

It is conceded on every hand that 
there is an overlapping of the functions 
of accountants and attorneys. Certainly 
the accountant is entitled to recover 
for services extending the extreme limit 
of such overlapping, and that he may 
not recover for those services which 
are beyond this extreme. 

The practical difficulty, and prob- 
ably the principal reason for recogniz- 
ing the overlapping, is that in prepar- 
ing and filing even the most simple re- 
turn some knowledge of the law of 
taxation is required. 

For the sake of clarity and for the 
protection of those dealing with such 
matters, only those functions which 
clearly constitute the practice of law 
should be prohibited to the accountant. 

A return may be characterized as an 
“ex parte” declaration by a taxpayer 
as to the amount of taxes he owes. If 
the return is accepted by the Treasury 
Department no other services by the 
person preparing the return are re- 
quired. Up to this point it would be 
impossible to determine the extent to 
which the person preparing the return 
has relied on his knowledge of law and 
his knowledge of accounting. 

Difficulties do not arise until the 
collecting agency takes the position 
that additional taxes are due. 

In the instant case plaintiff testified 
that he did no research before prepar- 
ing and filing Exhibit 1 (1948 Joint 
Fed. Income Tax Return), and Ex- 
hibit 15 (Application for Tentative 
Carry Back Adjustment Form 1045.) 

An issue was framed in this matter 


~ 


when an agent from the Treasury De- 
partment indicated in connection with 
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an audit of the 1949 return that he 
did not agree that the Pritchard trans- 
action was a “net operating loss from 
the operation of a trade or business.” 

No dispute ever arose out of the facts 
of the Pritchard loss nor of accounting 
matters connected therewith. The only 
question, as stated before, was as to 
the type of loss, purely a question of 
law. The basic question is whether or 
not after the framing of the issues, plain- 
tiff as a certified public accountant 
could continue without the assistance 
of an attorney in his efforts to sustain 
the position previously taken. 


Attempts to define “practice of law” 

All rules concerning the practice of 
law are adopted with the public interest 
in mind. 

As the Minnesota Supreme Court 
said in Gardner v. Conway, supra (see 
page 818, Agran v. Shapiro, supra: 

“The interest of the public is not 
protected by the narrow specialization 
of an individual who lacks the per- 
spective and orientation which comes 
only from a thorough knowledge and 
an understanding of basic legal con- 
cepts of legal processes, and of the 
interrelation of the law in all its 
branches.” 

A definition which is especially perti- 
nent is found in State ex rel McKittrick 
v. C. S. Dudley Co., 102 S.W. 2d 895, 
898; 340 Mo. 852: “A person is en- 
gaged in the ‘practice of law’ when he, 
for a valuable consideration, engages in 
the business of advising persons, firms, 
associations or corporations as to their 
rights under the law, or appears in a 
representative capacity as an advocate 
in proceedings pending or prospective, 
before any court, commissioner, referee, 
board, body, committee or commission 
constituted by law or authorized to 
settle controversies, and there, in such 
representative capacity, performs any 
act or acts for the purpose of defending 
the rights of their clients under the 
law.” Emphasis supplied. 

The prime definition of Advocate is 
given in Webster's New International 
Dictionary, Second’ Edition, Un- 
abridged, as: 

“One who pleads the cause of an- 
other. Specif., one who pleads the cause 
of another before a tribunal or judicial 
court; a counselor.” 

It has always been assumed that the 
right to practice law included the ex- 
clusive right to appear as an advocate 
in any type of proceeding where the 


rights of a litigant depended on ques- 
tions of law, particularly the construc- 
tion and interpretation of difficult sta- 
tutory provisions. No other profession 
but law requires the training neces- 
sary to properly resolve difficult and 
complex questions of statutory con- 
struction. 

The expert witnesses for defendant 
testified that in discussions with an 
agent from the Collector’s office, simi- 
lar to that testified to by plaintiff, they 
would proceed in precisely the same 
manner and do the same preparatory 
research as though the matter were to 
be tried before a judge. 

Section 5092 of the Business and 
Professions Code requires that a certi- 
fied public accountant shall have passed 
an examination “in theory of accounts, 
in accounting practice, in auditing, in 
commercial law as affecting account- 
ancy, and such other related subjects 
as the board (of accountancy) may 
deem advisable.” (Emphasis supplied. ) 
From a consideration of these require- 
ments it is obvious that a certified public 
accountant is not required to possess 
the requisite skill to enable him to 
serve as an advocate in any situation 
where his client’s interest depends on a 
thorough understanding of the rules of 
statutory interpretation. 

The public interest may only be pro- 
tected by a requirement that such 
efforts be restricted to attorneys at law. 

Based on a consideration of all these 
matters, this court holds that all services 
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performed by plaintiff from the time of 
the first conference with the agent 
from the Treasury Department, in which 
the deductibility of the Pritchard loss 
was first questioned (referred to as 
item 20 at the time of trial), until the 
successful termination of plaintiff's 
efforts (item 28), constituted the prac- 
tice of law, for which services he must 
be denied recovery. 

Plaintiff's testimony indicated that 
he put in approximately 108'/, hours 
on matters for which he has not been 
compensated. Approximately 58'/, 
hours related to services which this 
court finds to constitute the practice 
of law. For the other 50 hours plaintiff 
is entitled to compensation. The parties 
stipulated that $20 an hour was the 
reasonable value of plaintiff's services. 
Based on this figure plaintiff is en- 
titled to receive the sum of $1,000. If 
the sum of $2,000 claimed by plaintiff 
is apportioned in the rate of the num- 
ber of hours for which plaintiff is en- 
titled to recover against those for which 
he may not recover, or 58!/, to 50, we 
find that plaintiff would be entitled 
to approximately 46% of said sum of 
$2,000 or $920. Judgment will be for 
plaintiff for $1,000. 

Plaintiff will prepare findings in ac- 
cordance with this memorandum. 
Dated: May 31, 1955 

Morton L. BARKER 

Judge 

[Side-heads in the foregoing text have 
been added by the editors.] 


CPA firm wins suit for fee; unauthorized- 


practice-of-law defense fails 


TT! TRIAL COURTS AWARD of a 

- $31,000 fee to the New York ac- 
counting firm of Anchin, Block and 
Anchin has just been upheld by the 
New York State Court of Appeals. The 
firm sued its former client, Pennsyl- 
vania Coal and Coke Corp. (now 
known as Penn-Texas Corp.), whose 
stock is listed on the New York Stock 
Exchange, for tax work done under a 
partially-contingent-fee contract which 
resulted in a saving of federal income 
tax of $233,000. The client, as a de- 
fense, charged the accounting firm with 
having “practiced law,” for which it 
could not be compensated. In uphold- 
ing the trial court, the Court of Appeals 
as well as the Appellate Division re- 


jected this defense and held for the 
CPAs. The trial court verdict was by a 
jury. The CPAs were represented in this 
three-year litigation by Edward Ross 
Aranow of Aranow, Brodsky, Einhorn 
& Dann, of New York. The corpora- 
tion was represented by Harold Ep- 
stein of Hays, St. John, Abramson & 
Schulman, of New York. 


The facts in the case 


Pennsylvania Coal & Coke had been 
accounting clients of Anchin, Block 
and Anchin for some 15 years prior to 
1947. From time to time, they handled 
special tax assignments, supplementing 
the work of the corporation’s own de- 
partment. In 1947 the corporation 
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entered into a written agreement with 
the firm to undertake a special tax proj- 
ect, on a 15% contingent-fee basis (a 
minimum retainer having been paid). 
The purpose of the special tax project 
was to reduce the company’s income tax 
burden. This involved exploration of 
various tax ideas, including the sale 
of depletable properties, and an ex- 
tensive review of corporate books and 
assets. Notice of the fee arrangement 
was duly filed with the Bureau of In- 
ternal Revenue as required by Treas- 
ury Department regulations. 


Nature of work done 
David C. 
charge and other members of the 31- 


Anchin, the partner in 


year-old firm carried on extensive analy- 
sis of the company’s operations and 
properties, doing the following work 
(to quote from their brief, summariz- 
ing testimony, as follows): 

examined the records of the 16 leased 
companies; 

examined the records of the wholly 
owned companies; 

examined the balance sheets of the 
respective corporations to see what 
assets each company had, to see what 
the cost bases of the various assets 
were, to see what possibilities under 
existing law there were to utilize them 
in connection with reduction of taxes; 

examined the records of the store 
companies which were miniature de- 
partment stores located near the mines 
and which sold a variety of things to 
the miners; 

went back to records as early as 1908, 
in examining the cost bases of various 
assets; 

examined the records with respect to 
depreciation and percentage depletion, 
some of the records being in Phila- 
delphia and others at the mining offices 
at Crescent, Pennsylvania; 

studied, in connection with the cost 
bases of various properties, the reports 
from the Engineering Section of the 
Treasury Department to see what had 
been allowed and what changes had 
been made in the past, in order to de- 
termine what was feasible under avail- 
able facts; there was no reference in 
the company’s files to some of the 
Treasury Department’s engineering re- 
ports which were discovered by plain- 
tiff in Washington; these reports went 
back to the 1920s; 

considered various ideas and plans 
which were abandoned when it was 
found that they would yield no benefits; 
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the only item which plaintiff determined 
might yield a benefit was the sale of 
properties which the company owned 
for many years, which had a rather 
high cost basis, even after adjustment 
for percentage depletion, ordinary de- 
pletion and depreciation; 

arranged for the making of engineer- 
ing studies in connection with extrac- 
tion of coal from each and every 
property in order to determine whether 
the sale of the property would result 
in ordinary loss rather than capital loss; 

at a conference with defendant’s at- 
torneys (two firms), engineers and offi- 
cials, discussed the proposed sale of 
certain property, advised those present 
of some of the pitfalls and the investiga- 
tions that were necessary in order to 
determine if the sale of the properties 
would result in reduction of taxes; 

at this same conference, discussed 
the problem raised by the objection of 
the engineers to the sale of certain 
property because of the necessity of 
retaining certain rights of entry; and 
in that connection made suggestions 
for retaining the entry rights; also ad- 
vised that the sales must be to a bona 
fide buyer for a fair price and recom- 
mended the obtaining of two or three 
appraisals of the property by outside 
experts; 

reviewed the various papers for- 
warded by one of the defendant’s at- 
torneys and made recommendations 
with reference thereto; these included 
leases, agreements, consents, etc.; also 
discussed the papers with defendant’s 
vice-president; the corrections given 
were from a tax point of view and not 
a legal point of view; 

examined appraisals of properties 
sold to see if they contained informa- 
tion about which the Treasury De- 
partment would inquire and discussed 
same with defendant’s vice-president; 

informed one of defendant’s attor- 
neys as to details he required to com- 
plete papers with a subsidiary to which 
entry rights were leased; 

discussed similar items with the de- 
fendant’s vice-president; 

continued study in 1948 of other 
properties which might be sold; 

prepared and submitted to the de- 
fendant’s president schedules showing 
cost basis of the properties, deprecia- 
tion, depletion, etc., and adjusted final 
cost basis, and discussed same with 
defendant’s president; these properties 
consisted of a group of surface lands 
and various timber tracts as well as 


sundry of the company’s fee properties; 

considered various papers including 
deeds, leases, assignments, etc., and 
discussed them with one of defendant’s 
attorneys and certain of defendant's 
officers; 

considered and discussed problems 
raised by one of defendant’s attorneys 
and suggested to another of defendant's 
attorneys that he discuss them with 
other attorney; 

considered and discussed proposed 
resolutions drafted by defendant’s at- 
torneys and made suggestions to one 
of the attorneys; 

supervised the preparation of de- 
fendant’s 1947 and’ 1948 tax returns, 
particularly those items relating to the 
sale of the properties; 

attended sessions in 1950 and 1951 
with the Government Agent who re- 
viewed the tax returns for 1947 and 
1948 and prepared and submitted to 
the agent various schedules, exhibits 
and data requested by him. 


The plan evolved 


After considering and abandoning 
various plans and ideas, the account- 
ants recommended that the company 
sell certain depletable properties, and 
before doing so, lease certain entry 
rights to new subsidiaries so that after 
the sale the subsidiaries would retain 
the entry rights to certain mines. It was 
the firm’s opinion that the losses re- 
sulting from the sales could be de- 
ducted from ordinary income. 

These recommendations were imple- 
mented as seen above, by the account- 
ing firm in conjunction with two law 
firms regularly retained by the client, 
one in Philadelphia (Thomas C. Egan) 
and one in Ebensburg, Pennsylvania 
(Shettig & Swope). Throughout the 
execution of the plans, the accountants 
counseled and collaborated with the 
law firms on certain requirements of 
their plan. The documents were pre- 
pared by the law firms who received 
suggestions from the accountants. 


Client management changes 


More than two years after the prop- 
erties were sold and tax returns filed, 
the management of the Pennsylvania 
Coal and Coke Co. changed, control 
coming into the hands of Leopold D. 
Silberstein. Mr. Silberstein is one of a 
small handful of men who have been 
much in the news recently as skillful 
in the acquisition of companies and 
building of corporate empires. Almost 
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immediately the new management com- 
menced making personnel changes, and 
within a short time the whole executive 
group of Pennsylvania had changed. 
Mr. Silberstein wrote to Anchin, Block 
at this time: 

“When the new stockholding group 
assumed management of the Company 
after the Annual Meeting held May 7, 
1951, it decided that certain policies 
followed by the old management would 
be changed. One of the serious ques- 
tions to be decided was the employment 
of outside auditors. It was realized that 
your firm enjoyed an enviable reputa- 
tion in the field of public accounting 
and several of the members, who knew 
of you, spoke highly of your work. 
Nevertheless, in coming to a final de- 
cision, it was decided that, beginning 
with the audit for the year 1951, a new 
firm of accountants should be employed 
to take over the auditing and tax work 
heretofore handled by you. 

“We understand that you are han- 
dling special work for the Company in 
relation to federal income taxes for 
the years 1947 and 1948 which you 
will follow through to a conclusion. We 
know that, although it will be neces- 
sary to employ another firm of account- 
ants to do the general audit work, our 
contract with you with respect to the 
above tax matters will be enjoyable.” 


Tax project completed 

When the Bureau finally approved 
the deductions from ordinary income of 
the losses from the sale of the com- 
pany ’s properties as recommended by 
Anchin, the firm requested payment of 
its fee, as per agreement. Mr. Silber- 
stein, according to the plaintiff's brief, 
asked Anchin “to take less” and when 
they refused to do so, he “refused to 
pay.” In due course, action at law was 
commenced to collect. The trial court, 
with a jury, held for the accountants. 
The Appellate Division affirmed, as did 
the Court of Appeals. The courts wrote 
no opinions on the question of un- 
authorized-practice-of-law. 


Client’s defense 

At the trial, Pennsylvania Coal offered 
as defense the following: work in ques- 
tion was covered by a prior agreement 
made in 1943 which called for a small 
annual retainer fee for certain specified 
tax work; and that the prior manage- 
ment, when it entered into the re- 
tainer agreement in 1947 for the special 
tax project, had overlooked the 1943 
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THe ANcHIN Case: Its LEGAL IMPLICATIONS FOR 
ACCOUNTANTS IN TAX Work 


By Epwarp Ross ARANOW 


OTH THE LEGAL AND ACCOUNTING professions will be interested in the 

implications of the decision in the suit by Anchin, Block & Anchin, 
New York accounting firm, against Pennsylvania Coal & Coke Corp. (now 
known as Penn-Texas Corp.). 

The highest court of New York unanimously upheld a judgment of the 
lower courts in favor of Anchin, Block & Anchin, which had been obliged 
to bring suit to recover a substantial fee owing to it under a written retainer 
agreement, which the corporation, after change of management, refused to 
pay. 

Almost two years after suit was started, and after many examinations be- 
fore trial during which the accountants were exhaustively examined by the 
corporation’s attorneys, the case came to trial in the New York Supreme 
Court, New York County, before Mr. Justice Cox and a jury. The account- 
ants offered the retainer agreements in evidence and testified in detail as 
to the services they performed and the results achieved. The corporation 
offered no evidence whatsoever in support of the defenses it had pleaded. 
At the very end of the case, the corporation argued, for the first time, that 
the accountants’ testimony showed that they had improperly “practiced 
law” under the doctrine of the Bercu case (273 App. Div. 524, aff'd 299 
N.Y. 728 (1949)), and, therefore, were entitled to no compensation. The 
trial judge remarked that this defense had not been raised in the pleadings. 
He nevertheless, over the objection of the accountant’s counsel, instructed 
the jury that the plaintiffs could recover only for accounting services and 
not for legal services. (The judge made no attempt to explain or describe 
such services.) The jury brought in a full verdict for the accountants. 

The corporation appealed to the Appellate Division; and after unanimous 
affirmance by that court (284 App. Div. 940 (1st Dept. 1954), it appealed 
to the Court of Appeals. The Court of Appeals recently unanimously af- 
firmed the lower courts (decided June 2, 1955). 

In its appellate briefs, the corporation’s main contention was that the 
accountants had improperly practiced law. It argued that the accountants 
had conceived the ideas, that they had directed the entire project, and that 
the attorneys had merely followed instructions. 

The accountants, in their briefs, argued that their services were essentially 
accounting services; that they had collaborated throughout with the cor- 
poration’s attorneys; and that they claimed compensation only for the ac- 
counting services called for by the retainer agreements and no other serv- 
ices, legal or otherwise. In the Court of Appeals the accountants also argued 
that the Regulations of the Treasury Department with respect to practice 
before it, issued pursuant to federal statute, were paramount and controlling. 

Unfortunately, none of the courts wrote an opinion with respect to the 
“unauthorized practice of law” issue. Of course, it is easy to understand 
why a court will hesitate to write an opinion on this complex subject. The 
difficulty of defining the “practice of law” in tax matters is readily apparent; 
and the drawing of a well-defined line, to apply to all situations, is probably 
impossible. 

It is the writer’s opinion, however, that the New York courts passed over 
an excellent opportunity to give support to the desirability of collaboration 
between lawyers and certified public accountants in tax matters. The major 
theme of the principles enunciated by the National Conference of Lawyers 
and Certified Public Accountants (created by the American Bar Association 
and American Institute of Accountants) is the desirability of such collabora- 
tion. Dean Griswold of the Harvard Law School, in a recent address before 
the Bar Association of the City of New York, likewise emphasized the de- 
sirability of such collaboration (2 yrax 130). 

In the Anchin case, the undisputed evidence showed that the accountants, 
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at the outset, were informed by the corporation’s president that all legal 
matters would be handled by certain designated attorneys; and that the 
accountants consulted and collaborated with these attorneys in the handling 
of the tax project (David C. Anchin is a lawyer as well as a CPA). Since the 
corporation could not deny that the accountants had been in regular contact 
with the attorneys, it contended in the appellate courts that the accountants 
were the leaders, that they conceived the ideas, and that the lawyers merely 
followed orders. The corporation argued that the positions should have 
been reversed, and that the accountants should have followed orders. 

When this argument was presented orally in the Appellate Division, one 
of the judges remarked that the lawyers had been smart enough to recognize 
good ideas when they were presented. During the oral argument in the 
Court of Appeals, one of the judges observed that if the corporation’s con- 
tention were adopted, it would be necessary to determine who had what 
idea first. 

Since the courts wrote no opinions in affirming the judgment for the ac- 
countants, it is difficult to cite the case for authority on any proposition other 
than that, under the facts and circumstances of the case, the accountants did 
not engage in the unauthorized practice of law. It is probable that the ac- 
countants’ collaboration with the attorneys had a strong impact on the 
courts. However, it is also probable that the courts believed that the serv- 
ices rendered by the accountants were essentially accounting services and 
not legal services. The accountants’ additional arguments, viz; (1) that the 
retainer agreements covered only accounting services and that the compen- 
sation requested was only for such services and (2) that the Regulations of 
the Treasury Department with respect to practice before it were paramount 
and controlling—probably were of lesser importance. Inasmuch as the plain- 
tiffs brought suit as a firm of accountants, it is doubted whether the courts 
attached any significance to the fact that David C. Anchin was a lawyer 
as well as an accountant. vx 


[Mr. Aranow is a member of the New York law firm of Aranow, Brodsky, 

Bohlinger, Einhorn & Dann. Mr. Aranow was trial counsel for the plaintiffs 

(CPAs) in the New York Supreme Court and argued the appeals in the 
Appellate Division and the Court of Appeals.] 








agreement. At the end of the plaintiff's 
case, Pennsylvania Coal rested and 
offered no evidence in support of any 
of the defenses which it had pleaded. 
Judge Cox, the presiding judge, re- 
served decision on plaintiff's motion for 
a directed verdict, and decided to sub- 
mit the case to the jury. 


Unauthorized-practice issue raised 
After Judge Cox had charged the 
jury, the client’s attorney, Harold Ep- 
stein, attempted to have the judge 
amend the charge to include a reference 
to the Bercu case (273 App. Dis. 524, 
aff'd 299 N.Y. 728 (1949) and the gen- 
eral question of the unauthorized prac- 
tice of law. Judge Cox had, on his own 
initiative, charged the jury as follows: 
“They [client] also claim that there 
is nothing due these plaintiffs because 
of the fact that they rendered legal 
services to the corporation and not ac- 
counting services. Of course, it is the 
law that wherever persons sue by rea- 
son of their position as a licensee, that 


is, an attorney or somebody licensed by 
the State—and accountants are licensed 
by the State—they must establish not 
only their position, which is conceded 
in this case, but they must also es- 
tablish the work they performed to be 
of that nature. In other words, an at- 
torney does legal work. An accountant 
does accounting work. That does not 
mean that an accountant must close his 
eyes to the law, the income tax law. As 
a matter of fact, he must be very 
familiar with it, but he is not per- 
mitted to do legal work in connection 
with his accounting work.” 

Judge Cox refused to alter his origi- 
nal charge to the jury. 


Unauthorized-practice not discussed in 
opinions 

Considering the great anxiety that 
exists for resolution of the differences 
between accountants and lawyers over 
rights to practice in tax matters, it is 
unfortunate that none of the courts be- 
fore which this case was heard saw fit 


to discuss this aspect of the case. 

An examination of the transcript of 
the trial indicated that the unauthor- 
ized-practice-of-law issue arose first in 
Judge Cox’s charge to the jury. Client’s 
attorney attempted to have the charge 
amended, and then moved to dismiss. 
The following exchange took place: 

Mr. Epstein: “Your Honor, I should 
like, if possible, to have you reconsider 
the motion to dismiss on the Bercu 
situation. I have not as yet had an op- 
portunity to submit to you the law in 
as full a manner as possible, and for 
that purpose I should like to have the 
opportunity of arguing the question of 
this complaint being dismissible as a 
matter of law.” 

The Court: “Well, that would not 
be fair. We did not have that in con- 
templation. As a matter of fact, you 
never referred to the Bercu case in your 
summation, and I deliberately charged 
on it to protect your client. 

Mr. Epstein: “But you realize that 
in discussing it with you in your cham- 
bers we raised the question that the 
complaint was dismissible as a matter 
of law since from the—” 

The Court: “You do not plead it in 
your pleadings.” 

Mr. Epstein: “I don’t think we have 
to.” 

The Court: “The only reason I re- 
ferred to it was to protect your client. 
I don’t think it is necessary to argue 
that because we have the factual ques- 
tion, and I am glad I let it go to the 
jury.” 


CPAs and lawyers collaborated 


In client’s appeal briefs, the un- 
authorized-practice defense was em- 
phasized, springing suddenly to the 
fore as the major defensive weapon. 
Pennsylvania Coal argued that it was 
the accountants who conceived the tax 
ideas, that the accountants were the 
leaders in the project and that they di- 
rected the attorneys in the handling 
of the transactions. 

The accountants in their briefs argued 
that they collaborated throughout with 
the client’s attorneys who handled and 
were responsible for all legal matters, 
and that such collaboration is the ideal 
arrangement for which both professions 
have been striving. The accountants 
also argued that the services they 
rendered were essentially accounting 
services; that the retainer agreements 
provided only for such accounting serv- 
ices and that the claim for compensa- 
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tion was only for such services. They 
further argued that the Regulations of 
the Treasury Department, issued pur- 
suant to federal statute, with respect to 
services rendered and practice before 
the Treasury Department, were para- 
mount and controlling. 

The holdings for the CPAs in the 
trial court and through two appeals 
indicate quite clearly that the courts 
believed that what the CPAs did here 
was not the unauthorized practice of 
law. In view of the parallel between this 
case and the Agran (see above) case, 
the holding here by a superior court is 
of considerable significance. 

Notice should also be taken that the 
Appellate Division which upheld the 
CPAs was presided over by Judge Peck, 
presided and wrote the 
Court’s opinion in the Bercu case. 


who also 


CPAs’ background 

In view of these facts, the details 
of the work done by Anchin are of some 
interest as a suggestion of what these 
courts think may be proper for CPAs 
to do without incurring the charge that 
they are practicing law. First, as to the 
involved, we have here a 
classic picture of a mature, respected 
accountant, well qualified in his field. 
In his direct testimony for the plaintiff 
David C. Anchin, the partner in charge 
of the engagement, described his ex- 
perience this way: 

I am a graduate of the College of 
the City of New York in accounting. 
[ have also received the Bachelors of 
Law Degree from Fordham University 
and received a Master of Law Degree 
from New York University. I have taken 
some special courses in industrial engi- 
neering at Columbia University. I have 
specialized in taxes and accounting but 
particularly, my personal specialty has 
taxes over the years. I wrote 
various articles on taxation. I spoke to 
various bodies on the subject of taxa- 
tion. In the subject of accountancy, we 
represent large and small corporations. 
We also represent the District Attor- 
neys office of Bronx County in con- 
nection with all special investigations in 
that office for the last 20 years. We 
handle matters before regulatory bodies 
involving accounting, Stock Exchange, 
Securities and Exchange Commission, 
and all tax departments. 

Q. Have you served on any com- 
mittees with respect to tax problems? 
A. Yes. I have been chairman for many 
years of the Taxation Committee of 


persons 


been 


The Bronx County Bar Association. I 
have also been chairman of the Taxa- 
tion Committee of the Bronx Chamber 
of Commerce, and I have participated 
in various Tax Committees at the New 
York State Society of Public Account- 
ants. 


Excerpt from CPAs’ testimony 


Pennsylvania Coal appended to their 
Court of Appeals brief certain extracts 
which they claimed showed “that the 
services performed by plaintiff [CPAs] 
were essentially legal.” This testimony 
is of considerable interest here, for it 
does describe to a certain extent the 
nature of the work done; and as we 
have pointed out above, the inference 
must be drawn that all three courts 
did not consider this work to be the 
practice of law. These excerpts follow: 

Mr. Anchin: Pursuant to the conver- 
sation that I had just related, we were 
instructed to determine if there were 
any legal tax methods which the com- 
pany or its subsidiaries could adopt 
which would minimize the taxes for the 
year 1947. 

That created a very serious question, 
notwithstanding all the work that had 
been done to that date. I advised the 
company to attempt, if it were possible, 
to sell the properties and then lease 
back such entries which they required 
in order to enter those mines that they 
were mining. Mr. Shettig, counsel at 
Ebensburg, brought to this meeting 
with him these particular leases, and I 
reviewed them. There was grave danger 
about this method of procedure for the 
reason that if the company essentially 
had after a sale the same rights to the 
property as it had when it owned the 
property, the Government might dis- 
allow that loss. In fact, some cases came 
down indicating that that was the 
Government thinking, and they did dis- 
allow such losses. I therefore recom- 
mended to those present that we de- 
viate from that procedure and organize 
a new subsidiary company, that the 
Pennsylvania Coal and Coke Corpora- 
tion lease to this subsidiary company 
such rights to entries which it would 
eventually require in order to enter into 
its other mines, thereafter to make a 
sale of the property, subject to existing 
leases. Of course, there were many 
other leases in connection with most of 
the properties. 

Q. Will you explain what you mean 
by selling subject to existing leases? 
A. Yes. When the company sells a piece 
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of property it actually gives a deed and 
it transfers title to the buyer. When 
there is an existing lease on a property, 
the buyer only obtains such rights which 
have not been leased previously to 
others during the term of that particular 
lease. As a result, when a lease was 
made to Pennsylvania Coal and Coke’s 
own subsidiary company, the Pennsyl- 
vania Coal and Coke retained all its 
rights in connection with entering these 
properties, because that was the subject 
of the leasehold for which this new cor- 
poration paid an annual rental to the 
Pennsylvania Coal and Coke Corpo- 
ration. Therefore, when the purchaser 
acquired the property, title to the prop- 
erty, he acquired title and also ac- 
quired the benefits under that lease, 
as well as the detriments under the 
lease. In other words, the purchaser 
would collect a rental from the sub- 
sidiary company of the Pennsylvania 
Coal and Coke Corporation for the term 
of the lease. 

Q. Have you now given us generally 
the advice you gave at the conference 
in December to the officials you have 
just described? A. We also discussed at 
that meeting, and I rendered advice 
in connection with the realities of the 
situation. 


Details of the leases 


Q. What did you tell Mr. Townsend? 
A. I told Mr. Townsend that the lease 
to the Middlecourt Coal Mining Com- 
pany, that I had examined the lease, 
that I had examined the deed of the 
Pennsylvania Coal and Coke Corpora- 
tion to the Junedale in connection with 
the West Branch property, that I had 
examined the bond from the Junedale 
Company to the Pennsylvania Coal and 
Coke Corporation in connection with 
the West Branch property, that I had 
examined the mortgage from the June- 
dale Company to the Pennsylvania Coal 
and Coke Corporation in connection 
with the West Branch property, that I 
had examined the deed from the 
Pennsylvania Coal and Coke Corpora- 
tion to the Junedale Company in con- 
nection with the Watkins property and 
that I had examined the papers in con- 
nection with the timber sale pertaining 
to the Watkins property between June- 
dale and Pennsylvania Coal and Coke 
Corporation, and that I found those 
papers essentially in order, and that I 
had given the corrections that were 
necessary to Mr. Egan by telephone. 

A. (Continuing) I advised Mr. Egan 
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as to the necessary detail which he 
required in order to complete the 
papers in connection with the Middle- 
court Company, which is the company 
which was organized as the subsidiary 
company of the Pennsylvania Coal and 
Coke Corporation, in order that it take 
the lease to the entries to the mines be- 
fore the sale of these properties. 

I told Mr. Egan that it would be 
advisable to issue a certain number of 
shares, that it would be advisable to 
have the Middlecourt Company be a 
wholly owned subsidiary of Pennsyl- 
vania Coal and Coke Corporation, and 
that all shares to be issued by the Mid- 
dlecourt Company should be to its par- 
ent, Pennsylvania Coal and Coke Cor- 
poration. I also asked him to draw the 
minutes to indicate exactly what had 
transpired, what the Middlecourt ac- 
quired from the Pennsylvania Coal and 
Coke Corporation, so at no time in the 
future, after the property had been sold 
to its new owner, could there be any 
possible dispute and to check with the 
mining engineers to be sure that all 
rights were reserved which had to be 
reserved. 

Q. What did Mr. Egan say to you? 
A. He would comply. 

Q. Have you given us the substance 
of that conversation with Mr. Egan? 
A. Yes. 

Q. What did you say to him and 
what did he say to you? A. The dis- 
cussion with Mr. Townsend related to 
the number of shares of capital stock 
to be issued, what the company’s pref- 
erence was in that respect, also as to 
who the officers of that company should 
be, and details in connection with the 
organization of the Middlecourt. 

A. I spoke to Mr. Townsend on the 
telephone shortly after the receipt of 
that letter. That would be within five 


‘days after November 18, 1948. I ad- 


vised Mr. Townsend of the situation 
covered in the letter, that Mr. Shettig 
appeared somewhat confused about 
some of the situations involved, they 
were a little too complicated for him, 
and I did all I could through discus- 
sions both with Mr. Shettig and with 
Mr. Egan and then suggesting to Mr. 
Egan that he speak to Mr. Shettig to 
straighten Mr. Shettig out as to some 
of the technical tax aspects which were 
involved. 

Q. Mr. Anchin, after you received this 
letter and the attached papers, what 
did you do? A. I drafted some changes 
in connection with this resolution and 
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communicated those to Mr. Townsend 
to take them up with the attorneys. 

Q. Mr. Anchin, after you received 
this letter what did you do? A. I spoke 
to Mr. Egan. 

Q. And gave him your suggestions? 
A. Yes. 


Negotiations with client 


Q. There came a time, you say, in 
1947 when you had a conversation with 
Mr. Berta [client’s president] about, 
as you put it, some special work, is that 
right? A. Yes, sir. 

Q. That work had to do, generally, 
with a tax problem, did it not? A. Yes, 
sir. 

Q. The tax problem being simply 
whether the corporation could do any- 
thing to reduce its taxes in anticipation 
of a profitable year, is that correct? A. 
If you call it simple, yes. 

Q. Now, in the course of giving your 
advice, you looked at a great many 
papers, all of which were introduced 
in the past day and a half and shown to 
the jury, is that right? A. And many 
more, yes, sir. 

Q. You looked at deeds? A. That was 
some of the work, yes. 

Q. Leases? A. Yes. 

Q. Assignments of leases? A. Yes. 

Q. You prepared minutes? A. Yes. 

Q. Did you advise them what minutes 
should go in? A. Yes. 

Q. You suggested the changes to the 
attorneys, did you not? A. Where there 
were changes, yes. 

Q. And you looked at the leases? A. 
Yes sir. 

Q. And made recommendations to 
the company and to the attorneys con- 
cerning these deeds, leases and assign- 
ments of leases, is that right? A. Yes, 
sir. 

Q. Sometimes in writing, sometimes 
orally? A. That is right. 

Q. Now, prior to this piece of paper 
being signed, you had many talks 
with Mr. Berta and Mr. Lee and Mr. 
Townsend with regard to what prop- 
erties should be sold, you wrote many 
letters with regard to your recommenda- 
tions as to the properties to be sold, 
you examined, you testified yesterday, 
a great many legal documents such as 
deeds, leases, et cetera, and made a 
recommendation, I believe, that the 
corporation do. this by the formation of 
a new subsidiary corporation—is that 
all correct? A. It is not exactly as you 
state, but it is essentially correct. 

Q. Thank you. Now, as I understand 


it, at the meeting of November, 1947 
it was your advice to the company that 
a new subsidiary be formed, is that 
right? A. Yes, sir. 

Q. For the purpose of taking title to 
the properties that eventually were to 
be sold, is that correct? A. No sir. 

Q. For the purpose of selling to the 
subsidiary the properties that were to 
be sold? A. No sir. 

Q. Will you tell us the purpose of 
forming a new subsidiary? A. The pur- 
pose of forming a new subsidiary was 
that the new subsidiary was to acquire 
by leasehold such rights to entries 
through these properties that were being 
sold as the company would eventually 
require after disposing of title to these 
fees. 

Q. And that you determined to be 
the best way after reading the section 
of the Internal Revenue Code covering 
that, is that right? A. Yes. 

Q. The provisions under which the 
corporation could take advantage of 
the tax loss were governed by pertinent 
provisions of the Internal Revenue 
Code? A. Oh, yes. 

Q. And in compiling the advice which 
you eventually gave the defendant, you 
yourself or somebody under your super- 
vision looked at these provisions of the 
Code, is that right? A. The provisions 
of the Code, read tax cases on the 
subject, did some research, of course. 

Q. You specifically told them the 
numbers of the sections of the Code? A. 
Mr. Townsend was present at a dis- 
cussion that I had with Mr. Egan dur- 
ing which Mr. Egan wanted to see the 
section of the Code and during which 
Mr. Townsend listened to it. I didn’t 
specifically give it to him. . 

Q. You also testified that subse- 
quently you had conversations with 
Mr. Egan and advised him as to how 
to issue the shares of this subsidiary 
corporation? A. Yes. 

Q. And that you talked with Mr. 
Townsend in February, 1948, and told 
him about the number of shares which 
should be issued and who the officers 
of the corporation should be, and the 
details of the organization of the sub- 
sidiary, is that correct? A. Well, that I 
talked about them, yes. 

Q. Then during 1948 proposed 
minutes and resolutions were also de- 
livered to you either by Mr. Egan or 
the corporation, and you made sug- 
gestions concerning those? A. Concern- 
ing taxes, as affecting the company 
taxes, yes. * 
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Tax result of repurchase of employee’s stock 


made uncertain by National Clothing Case 


by TOBIAS WEISS 


Prior to the recent National Clothing decision we had reason to believe that when 


an employer repurchased stock, the employee got capital gains. But National 


Clothing says no. This decision is here analyzed and criticized. Suggestions are 


made for arranging transactions to assure maximum possibility of capital-gains 


treatment despite this decision 


( ‘00D MANAGEMENT PRACTICE for 
years has been to make stock in 
the employer corporation available to 
key employees. In order to make the 
stock acquisition attractive, and often 
to make it feasible, the stock is sold to 
the employee on a deferred payment 
basis. Dividends may be applied to the 
purchase price, and the employee may 
be privileged but not required to make 
additional payments. 

Restrictions are usually placed on 
resale, and on his right to keep the stock 
in event of severence or death. Such re- 
strictions usually involve repurchase by 
corporation or dominant stockholder. 

The purchase price to the employee 
has usually equalled the market value 
of the stock at the time of purchase, so 
there has been no_bargain-purchase 
factor at that time.’ A bargain purchase 
resulting from a discrepancy between 
price and value may of course occur at 
the end of the transaction, when the 
stock is completely paid for and de- 
livered to the employee, rather than at 
the outset, if the sale is made at the 
end rather than the beginning. Cf. 
Shaeffer v. Bowers, 50 F. (2d) 689 
(CA2, 1931), cert. den. 284 U.S. 668 
(1931). The “bargain,” in the sense of 


the concession to the employee, need 
not be confined to a favorable price, and 
in fact is not so confined in the type of 
arrangement which has just been de- 
scribed. There has been no tendency on 


the Commissioner’s part, however, to 
try to find income in these other types 
of concessions. Yet these other conces- 
sions appear to carry weight in deter- 
mining the presence of compensation 
in the kind of arrangement being here 
considered. 

Until recently, tax litigation involv- 
ing such arrangements has dealt almost 
exclusively with the period preceding 
completion of payment for the stock. 
An effective reminder of the importance 
of the succeeding period, in which the 
restrictions on alienation may operate 
to liquidate the employee’s stock inter- 
est acquired under such an arrangement, 
is provided by several decisions in re- 
cent years, of which the latest was 
rendered by the Tax Court in National 
Clothing Co. of Rochester, Inc. (23 TC 
No. 118 (Feb. 28, 1955) ). 


The National Clothing case 


Two proceedings were consolidated 
in this case, illustrating the opposing 
tax alternatives confronting the em- 
ployer and the employee. A key em- 
ployee, who was also an officer and 
director, “purchased” stock from a 
closely held corporation at its book 
value. He was prohibited from disposing 
of the stock, without the corporation’s 
consent, except to the corporation or 
its principal stockholder. The corpora- 
tion also retained the right to “repur- 
chase” the stock on cessation of the 
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employee's service, and it agreed to 
“repurchase” the stock at any time upon 
the employee’s demand, offsetting any 
amount still owing for the stock. The 
court found that the employee was un- 
able independently to pay the price 
fixed initially for his acquisition of the 
stock, and for which he gave his non- 
interest bearing promissory note; that 
the corporation could require no pay- 
ments other than application of divi- 
dends on the stock; that the corpora- 
tion always intended to exercise its right 
of repurchase whenever employment 
ceased; and that a similar disposition 
of the stock would not have been made 
to outsiders. Contracts with several key 
employees embodying these terms were 
entered into in order to interest them 
in the business at large. 

Three such contracts were made, as 
a result of which the stock distribution 
was as follows: (1) The employee here 
involved acquired 30 shares. (2) Two 
other employees acquired a total of 
less than 100 shares. (3) The total 
shares outstanding varied from 2940 in 
1933 to 1680 in 1941, and at least the 
majority of them appeared to be closely 
held by persons other than these em- 
ployees. 

The contract here involved was ex- 
ecuted in 1933, and, upon termination 
of his employment in 1949, the cor- 
poration “repurchased” the employee’s 
stock. Pursuant to the formula which 
had been agreed upon, the employee re- 
ceived an amount based on then book 
value less the unpaid balance remaining 
on the price fixed initially for the stock. 
Since no payments had been made 
against that price other than out of 
dividends on the stock, the payment 
received by the employee consisted in 
effect of those dividends, although he 
could have lost even those dividends 
if the book value of the stock had de- 
clined. 


Deduction for compensation 


The corporation claimed that, on the 
“repurchase,” it was entitled to a de- 
duction for additional compensation, the 
compensation being measured by the 
excess of the book value when “sold” 
to the employee over that at the very 
beginning. On the other hand, the em- 
ployee reported the transaction as a 
sale of the stock to the corporation, on 
which he realized long-term capital 
gain. Before the Tax Court, however, 
the corporation and the employee were 
represented by the same counsel, who 
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argued on behalf of both that a com- 
pensatory transaction rather than a sale 
had occurred. 

The Commissioner argued that there 
had been a sale of stock and that the 
excess of the amount paid by the cor- 
over the cost of the stock to 
the employee, represented the purchase 
price to the corporation rather than a 

The 

concluding 
although in 
were in substance not sales 


poration, 


payment of compensation. court 
sustained the corporation, 
that 


form sales, 


“these transactions, 
but rather a means of compensating 
these employees for the services which 
they were expected to render to the 
corporation so that it would prosper 
and the book value of its stock would 
increase, thus benefiting both employer 
and employee.” The crux of the court’s 
reasoning appeared to lie in its observa- 
tion that “the benefits were limited to 
the periods of “employment of the em- 
ployees. The notes bore no interest and 
no interest was ever paid on the in- 
debtedness. The employees could not 
lose in these transactions” (emphasis 
supplied ) 


Employees rights in the stock 

Was it true that the employee had 
nothing to lose in these transactions? 
Although the stock was being held by 
the corporation as collateral to secure 
the unpaid balance owing by the em- 
ployee, the latter was entitled to, and 
actually did, exercise the voting rights 
attached to that stock. Ownership of 
voting rights has been indicated by the 
Tax Court to show ownership of the 
stock. (See A. Levy & J. Zentner Co., 
31 B.T.A. 386, 390 (1934).) 


Arguably the voting rights in the 
National Clothing case carried little 
practical weight because they repre- 


sented only a small fraction of the cor- 


1See Commercial Investment 
B.T.A. 143 (1933), aff’d. per 
(2d) 1015 (CA 2, 1935). Cf. 
man, 18 TC 154 (1952); 
TC 652 (1951). 

* Thurman v. Studebaker Corp., 88 F. (2d) 984 
(CA 7, 1937); O.D. 763, 4 C.B. 76 (1921). 
But cf. Gardner-Denver Co. v. es 75 
F. (2d) 38 (CA 7, 1935), aff’g. 27 B.T.A. 1171 


Trust Corp., 28 
curiam, 74 F 
Harold H. Kuch- 
Robert Lehman, 17 


8 Indianapolis Glove Co. v. United States, 96 F. 
(2d) 816 (CA 7, 1938); Shaeffer v. Bowers, 50 
F. (2d) 689 (CA 2, 1931), cert. den. 284 U.S. 
668 (1931). Compare, even with respect to 
dividends to which the employee appeared to 
have obtained a vested right, Alger-Sullivan Lum- 
ber Co. v. Commissioner, 57 F. (2d) 3 (CA 5, 
Moore v. McGrawl, 63 F. (2d) 593 
(CA 5, 1933). 
4 Gardner-Denver Co. v. Commissioner. In par- 
ticular, see A. Levy & J. Zentner Co., 31 BTA. 
886 (1934); S. C. Toof & Co., 21 'B.T.A. 916 
(1930); Hamilton Manufacturing Co., 3 B.T.A 
United States Steel 


1045 ( 1926) 
Walter M. Priddy, 


5 See Shaeffer v. Bowers, 
Corp., 2 TC 430 (1943); cf. 
Chrysler Corp., 42 B.T.A. 


43 B.T.E. 18 (1940); 
795 (1940). 


®Cf. Gardner-Denver Co. v. 
Commissioner v. 


6th, 1935). 


Commissioner, 


Timmer, 78 F. (2d) 599 (CA 


August 1955 


poration’s outstanding stock. But that 
is not sufficient reason for disregarding 
them. The same would have been true 
if the stock had been bought outright 
by the employee in the clearest of sales. 
It does not seem proper to ignore or 
minimize the attributes of ownership 
merely because the share of ownership 
involved is small. Furthermore, despite 
all the restrictions which hedged the 
transaction, once payment was com- 
pleted the employee became entitled to 
receive all dividends on the stock, and 
cash dividends thereafter were subject 
to his unlimited use and appropriation. 
In fact, another employee with a similar 
arrangement did receive and enjoy divi- 
dends in such circumstances. In addi- 
tion, on liquidation of the corporation, 
the employee, if still a stockholder, ap- 
peared to be entitled to a portion of the 
corporate assets. Thus the employee had 
at stake a number of very important 
attributes of stock ownership. 

In saying that the employee had 
nothing to lose, the Tax Court may have 
meant that he had invested or risked 
no funds or assets of his own in acquir- 
ing the stock. It may have been with 
that in mind that the court pointed out 
that he had paid no interest on the in- 
debtedness incurred with respect to the 
acquisition. If a difference in decision is 
to depend on introduction of the rela- 
tively small charge that interest repre- 
sents, taxpayers will know what to do 
in the future. On sound analysis, how- 
ever, no such precaution should be 


necessary, for if the employee became 


the owner of the stock, it is entirely 
immaterial, in determining the nature 
of the repurchase transaction, whether 
or not the stock cost the employee any- 
thing. The extent of his independent 
investment in the stock may have a 
bearing on the tax consequences of the 
transaction through which the em- 
ployee acquired the stock, but should 
have none on the tax nature of the later 
reacquisition by the corporation. Thus, 
the dividends declared on the stock 
might represent compensation to the 
employee at the time they were applied 
against the purchase price, provided 
that the employee’s right to receive the 
amount of the dividends could not be 
defeated by later events.? If the em- 
ployee’s right in the dividends was con- 
ditional until he became entitled to the 
stock, they might represent compensa- 
tion, together with such other funds 
contributed by corporation for the same 
purpose, at the time he acquired the 
stock.* In some instances the employee 
has been held to have bought the stock 
rather than to have received it as com- 
pensation, thereby barring the corpora- 
tion from taking a deduction,‘ although 
if the point of sale comes late enough 
it may be preceded by dividend appli- 
cations which constitute compensation.® 
A disposition of some of these pre-reac- 
quisition questions, such as a ruling 
that the acquisition by the stockholder 
was a purchase, would seem to require 
treatment of the later disposition to the 
corporation as a sale to it. In any case, 
regardless of whether the initial ac- 





prise. 


or at least incompatible. 





WHY SELL STOCK TO EMPLOYEES? 


PROPRIETORSHIP PARTICIPATION is the prized reward for which the modern 
manager in business strives and to which the employee of lesser station 
aspires. Whether for the highly placed or the low, it has come to be accepted 
that some stake in the business, some measure of identity with its owner- 
ship, is an invaluable incentive for promoting the well-being of the enter- 
And this is so whether the business be a closely held venture or a 
widely owned undertaking. In either case, moreover, there are impelling 
considerations to keep the newly acquired share of ownership from being 
freely disposable. The purpose of stimulating the most effective contribution 
by a participant in the enterprise obviously no longer is served if the owner- 
ship share should lodge in an inactive stranger, and certainly after disposi- 
tion it no longer would work to prod the individual at whom it was initially 
aimed. In the closely operated business, free alienation of such a proprietor- 
ship share exposes the then owners, and the business as well, to the serious 
risk that they may have thrust upon them outside interests which are hostile 
Tobias Weiss 
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quisition of the stock is treated as a 
purchase or a payment of compensa- 
tion, and regardless of how little the 
employee has risked in the stock, he 
has become the owner of the stock. It is 
his property regardless of how ac- 
quired, and on later disposition there- 
fore should qualify for capital gains 
treatment as fully as stock bought in any 
other circumstances.® 


The Patent Button case 

This very point had been made only 
three years before the National Cloth- 
ing decision. In The Patent Button Co., 
(TC Memo. Op.Dkt.22750 (Mar. 25, 
1952), aff'd. 203 F. (2d) 479 (CA-2, 
1953) ) in order to retain the services 
of a key employee, a closely held cor- 
poration sold him 10% of its entire 
issued stock. Here too the sale was de- 
ferred in character, with the stock re- 
tained by the corporation as collateral, 
and no obligation was imposed on the 
employee to make any independent in- 
vestment in the stock. The original 
terms of employment included com- 
pensation of a straight salary plus a 
commission of 71/.% on the corpora- 
tion’s first $200,000 of net income and 
5% of the excess. The new arrange- 
ment involved an increased salary, to- 
gether with the stock sale and a 2% 
commission which, together with 1/, 
the dividends declared on the stock, 
were to be applied in payment for the 
stock. The employee was to receive the 
remaining */, of the dividends. No in- 
terest was charged on the unpaid bal- 
ance of the purchase price; and the 
employee voted the stock retained by 
the corporation. On repurchase, the 
corporation paid the employee an 
amount which was the sum of (a) past 
commissions owing him and which had 
come due (b) the retained dividends, 
and (c) a pro rata part of the increase 
in the corporation’s net worth since the 
sale of the stock to the employee had 
been agreed upon. It might be argued 
that the employee made an independ- 
ent investment in the form of his com- 
missions. No such point was made in 
the case, however, and apparently the 
commission was provided with the un- 
derstanding that it was to be a means 
for paying for the stock. 


Facts are indistinguishable 

Again, in the event employment was 
terminated, the corporation was given 
an option to repurchase the stock and 
the employee an option to sell it to the 


corporation. In brief, the operative facts 
here are indistinguishable from those of 
the National Clothing case. Yet the 
Tax Court held that the “repurchase” 
was a sale to the corporation and not 
the payment of additional compensation 
deductible by the corporation, and the 
Second Circuit affirmed. 

*The approach taken in the Patent 
Button case may seem to be contrary 
to that of two earlier cases, although in 
result they may be reconcilable on nar- 
row grounds. In one (William C. At- 
water & Co., 10 TC 218 (1948)), the 
corporation had been paying monthly 
bonuses to employees. It discontinued 
the bonus practice and instead sold 
treasury stock to them on a deferred 
payment basis, with no obligation im- 
posed on the employee to make pay- 
ment out of other than future dividends. 
On cessation of employment, the stock 
was required to be resold to the cor- 
poration at its then book value plus 
two years earnings per share. When the 
corporation refused to repurchase the 
stock on the resignation of an employee, 
he brought suit to compel it to do so 
and obtained a judgment which the 
corporation paid. It then claimed a de- 
duction for compensation paid in the 
year in which the judgment was satis- 
fied, and the Tax Court sustained the 
deduction. However, the deduction was 
allowed only for the difference between 
the amount paid under the judgment 
and the then market value of the stock. 
Such a measure would be consistent 
with a theory of a “bargain sale,” and 
would leave the employee in a position 
to realize capital gain up to the level 
of the market value of the stock at the 
time of repurchase. Thus interpreted, 
this decision is not inconsistent with 
Patent Button. 

This raises the question, if the re- 
purchase is not deemed to be a sale, of 
the measure of the compensation. To 
be compared with the measure used in 
the Atwater case, is that of National 
Clothing, in which the measure was the 
difference between the book value 
(which was the acquisition price) of 
the stock when “bought” by the em- 
ployee and its book value when ac- 
quired by the corporation. In Patent 
Button, the amount paid by the cor- 
poration on repurchase of the stock in- 
cluded not only a pro rata portion of 
the corporation’s increase in net worth 
since the employee’s acquisition of the 
stock, but also the dividends and cer- 
tain other amounts applied to the em- 


Taxation of Compensation * 91 


ployee’s credit in payment for the stock. 
If dividends and other payments are 
compensation either when applied 
against the purchase price or when the 
stock is issued to the employee, then 
they should be treated as part of the 
employee’s cost for the stock, and no 
more than the excess over his cost 
should be treated as additional com- 
pensation if the repurchase is not 
recognized as a sale transaction. 

In the other case, A. & M. Kara- 
gheusian, Inc. (TC Memo. Op., Dkt. 
109875 (Dec. 24, 1943)), the stock 
was given to the employees by the 
dominant stockholders of a closely held 
corporation, as a cloak for a profit shar- 
ing arrangement. The stock was non- 
voting, and was lacking in other rights 
accompanying stock ownership, and in 
this respect was significantly different 
from the stock involved in the Patent 
Button and National Clothing cases. 
Dividends paid on the stock, and 
amounts paid to repurchase the stock 
of deceased employees, were held de- 
ductible as compensation. 

Compare Estate of Merlin H. Ayles- 
worth, 24 TC No. 18 (April 29, 1955), 
in which an advertising agency created 
a special class of stock which it sold 
only to the taxpayer, who had brought 
an important account into the agency. 
The taxpayer paid a nominal amount 
for the stock, but it was to be redeemed 
for a substantial amount at a designated 
time. No dividends were payable on the 
stock; there appeared to be no voting 
rights; the agency kept possession of 
the stock; and the amount payable in 
connection with it could be varied with 
fluctuations in the revenue derived from 
the account. The court held that the 
amounts received in redemption of the 
stock were compensation for services 
in bringing in and maintaining the ac- 
count. 


Intent to compensate v. 
fact of ownership 


There is some indication that, in find- 
ing that the repurchase transaction in 
the National Clothing case amounted 
to a payment of compensation, the Tax 
Court may have been applying a test 
of intent. Thus the respondent’s reply 
brief stated, at p. 8: “The key to the 
decision of these cases is the intent 
manifested by the parties to the trans- 
actions in question. Petitioners do not 
disagree (Brief for Petitioners, p. 16). 
This intent is best inferred from what 
the parties did and said at a time when 
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no tax dispute had arisen.” The corpora- 
tion here had not theretofore taken or 
claimed a deduction for compensation 
with respect to the stock purchase. 

The Tax Court had earlier applied a 
principle that a stock option gives rise 
to compensation at such time as the 
parties intend to have compensation 
paid. 

Typically a compensatory stock op- 
tion had been held to give rise to 
compensation when the employee ex- 
ercised the option and acquired the 
stock. See Commissioner v. Smith, 324 
U.S. 177 (1945). But where it was 
shown that the option rather than the 
stock was the intended compensation, 
the issuance of the option was the point 
of compensation, and later gain on the 
exercise or sale of the option did not 
result in ordinary income to the em- 
ployee. (See McNamara v. Commis- 
sioner, 210 F. (2d) 505 (CA 7, 1954), 
revg. 19 TC 1001 (1953); Lauson 
Stone Estate v. Commissioner, 210 F. 
(2d) 33 (CA 3, 1954), affg. 19 TC 
872 (1953). Cf. Charles E. 
22 TC 321 (1954).) 

Carrying such a standard over to the 
situation here discussed, it is far from 


Sorenson, 


clear that the repurchase was the point 
at which compensation was intended. 
Why, in such a situation is not com- 
pensation intended when the corpora- 
tion credits dividends or other contri- 
butions against the stock for the em- 
ployee’s benefit or when the stock is 
issued to the employee, in accordance 
with the decisions to which reference 
has been made? Why is it not the em- 
ployer’s intent to pay compensation by 
conferring ownership of the stock, so 
that the benefits later derived by the 
flow out of the property 
which the employee owns rather than 
from services performed? Why, par- 
ticularly in the case of a closely held 
corporation, is it not the employer's 
primary intent to enter into the repur- 


employee 


chase agreement in order to protect the 
group which controls the enterprise? 
Despite the facts relied on by the court 
in the National Clothing case to show 
that the repurchase was tied into the 
period of employment, there is no re- 
liable conclusion which can be drawn 
therefrom regarding the parties’ intent. 

If the repurchase is the point of com- 
pensation, what tax consequences follow 
at the earlier times of dividend pay- 
ment or stock issue? Are these earlier 
benefits to be free of tax until the 
repurchase factor is resolved, possibly 
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in such a manner that no tax will ever 
be collected? If not, are there to be 
multiple points of compensation, and 
multiple points of tax reckoning? The 
complexity and cumbersome adminis- 
tration which would result might well 
discourage adoption of such a method. 

The very same facts—stock sold only 
to an employee; benefits limited to 
periods of employment; restrictions on 
disposition; and intent from the outset 
to repurchase the stock—might be pres- 
ent even where the employee acquired 
the stock in an immediately completed 
transaction, for a full price, and en- 
tirely for an independent consideration. 
The test of the National Clothing case 
should indicate compensation as well 
here to the extent of gain on resale to 
the corporation, and yet the Tax Court 
has refused to go that far, sustaining 


Circuit Court upholds Lo Bue; stock op- 
tion not taxable. Taxpayer here had ex- 
ercised stock options and the Commis- 
sioner had asserted that the difference 
between the market value and the op- 
tion price of the stock was income. In 
the Tax Court, the Commissioner de- 
fended the Regulations which stated 
that property transferred to an em- 
ployee for less than full value is com- 
pensation. But the Tax Court held that 
the Regulations were invalid; under 
Comm. v. Smith (324 U.S. 177), 
whether an option is compensatory is a 
question of fact. The Tax Court found 
that the options here were given to 
enable employees to acquire a proprie- 
tary interest. Since there was no com- 
pensation intended, there was no in- 
come realized on exercise of the options. 
On appeal the Commissioner abandoned 
reliance on the Supreme Court decision 
and asserted that Sec. 22(a) of the 
1939 Code defining gross income per- 
mitted his Regulation. The court agreed 
that the Smith case did not support the 
Commissioner’s regulation, but could 
not agree that Sec. 22(a) did support 
it. The Regulation in question was an 
amendment to a regulation where the 
Commissioner recognized that not all 
economic benefits received by an em- 
ployee from his corporation was tax- 
able as compensation unless it was so 
intended. Such amendment ignores the 
facts of economic life that some Ameri- 
can business corporations seek to retain 


capital gains treatment even where the 
repurchase price was paid over a period 
of years, and the amount and time ol 
payment were made to depend on the 
dividends declared on the stock during 
that period (Estate of Raymond T. Mar- 
shall, 20 TC 979 (1953)). 

The intent test is therefore unsatis- 
factory at least when applied to the 
type of situation here discussed. The 
presence of compensation on repurchase 
of the stock should depend rather on 
whether the employee by that time 
holds enough of the attributes of a 
stockholder to be considered the owner 
of the stock. This should be the deter- 
minative factor, and, in ignoring it, the 
National Clothing case justly deserves 
to be criticized. It not only confiicts 
with prior authority, but is fallacious 
in basic approach. 





the continued interest in the business 
of their key employees by inducing them 
through favorable stock options to ac- 
quire a proprietary interest as stock- 
holders. The Tax Court’s finding that 
the options were granted to the tax- 
payer to enable him to acquire a pro- 
prietary interest is affirmed. Lo Bue, 
CA-3, 6/9/55. (See Sept. 1954 J Tax, 
p. 50 for discussion of this case. Ed.) 


Payment to former employee was sal- 
ary; he had no proprietary interest. 
[Acquiescence.] Stock in a paint com- 
pany had been issued in Feagan’s name 
though Dirksmeyer put up the money. 
Dirksmeyer did this because, for trade 
and personal reasons, he did not wish 
to appear as owner. The court finds 
that Feagan had no property interest in 
the stock to sell; the amounts paid to 
him are salary and taxable. The corpo- 
ration may deduct the payments. Fea- 
gans, 23 TC 208; Acq., IRB 1955-21. 


Must have an existing employees’ trust 
to get deduction for contributions. Con- 
tributions to an escrow fund pending 
union negotiations for establishment of 
a pension plan and trust are not de- 
Guctible until the plan is consummated 
and the escrow funds are irrevocably 
turned over to the trustee. Deduction 
is then permitted if the trust is quali- 
fied; or if not qualified, if the employees’ 
rights in the contributions are nonfor- 
feitable. Rev. Rul. 55-310. 
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Settee it 


Attorney collected fee in one year (107 
applies) though he advanced part to 
clients. In 1929 taxpayer was retained 
by an African Farmers organization to 
prosecute litigation, his fee to be 50% 
of the recovery. In 1941 he negotiated 
a settlement and 50% of it was paid 
directly to him, the other 50% was put 
in escrow pending receipt of releases 
from Africa. In order to expedite the 
releases, taxpayer sent half of the 
amount he had received to the Associ- 
ation. He was reimbursed the follow- 
ing year. The Commissioner asserted, 
and the Tax Court agreed, that taxpayer 
had not received 75% of his fee (the 
amount required by Section 107 at that 
time) in one year and was not per- 
mitted to compute tax under that sec- 
tion as if the fee had been received as 
earned. The Circuit Court held that the 
exchange of communications between 
client and the taxpayer clearly indi- 
cated that his fees and expenses were 
to be taken from the settlement pro- 
ceeds before clients were to get any 
share of settlement. Therefore, any pay- 
ment which he made to his clients was 
purely voluntary out of his own fee, 
which was received in toto in the tax- 
able year. Slater, CA-2, 5/11/55. 


Sec. 107 theoretical tax need be on 
same basis as actual prior year returns. 


[Non-acquiescence.] Taxpayer was per- 
mitted to report certain fees received 
in 1948 under Section 107. The court 
approved this computation, which was 
to split the income on their joint 1948 
return and recompute prior years as 
was done in Stockly (22 TC No. 4) as 
to which the court there said “the theo- 
retical tax that is being computed is a 
part of the tax for the year 1948 and 
the actual tax liabilities of the peti- 
tioners for the prior years are not being 
reopened, so there is no necessity for 
holding taxpayers to whatever election 
they made in filing their returns for 
those earlier years. Jillson, 22 TC 1101; 
Non-acq., IRB 1955-19. 


Transfer of pension funds to new pen- 
sion trust through agency of partici- 
pants nontaxable. A transfer of funds 
from one qualified plan upon its ter- 
mination to the participants will not 
result in any tax consequence to them 
if they turn over their shares to another 
qualified plan in accordance with a 
pre-existing agreement. Rev. Rul. 55- 
368. 


Sick pay waiting period or hospitaliza- 
tion test may occur in 1953. Up to $100 
a week compensation received after 
12/31/53 under a wage continuation 
plan due to sickness may be excluded 
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from income. However, payments for 
the first 7 days of illness are taxable 
unless the employee is hospitalized for 
at least 1 day during his illness. This 7 
day waiting period and the 1 day hospi- 
talization requirement may be met even 
if they occur in 1953 for an illness 
extending in 1954. Rev. Rul. 55-366. 


Method of determining “net unrealized 
appreciation” of employer's stock when 
distributed io employee. Upon a distri- 
bution of employer’s securities to a 
separated employee under a qualified 
profit sharing plan, the “net unrealized 
appreciation” is generally not taxable 
until subsequent disposition. The “net 
unrealized appreciation” is the differ- 
ence between the cost or other basis 
to the trust of the employer’s securities, 
and their market value at time of dis- 
tribution. The IRS has detailed a 
method of making this determination 
where both the employer and employee 
contribute to the plan. Rev. Rul. 55-354. 


Due date on form 990-P extended to 
11-15-55. Qualified pension trusts must 
file information form 990-P on or before 
the 15th day of the 5th month following 
the close of its accounting period. If 
such period ends on or before 5-31-55, 
the due date is automatically extended 
to 11-15-55. Rev. Rul. 55-371. 








TAX FRAUD INVESTIGATION con't. from page 79 
when it reaches the Regional Counsel's office. Here 
lawyers are evaluating the strength of the govern- 
ment’s case. At this stage the attorney should write to 
the Regional Counsel and ask for a conference, and a 
conference date will be arranged. For the same rea- 
sons as were given in answer to the first question, the 
clients should not be brought along. 

The lawyers in the Regional Counsel's Office are 
apparently testing each case by this standard: can the 
government really expect a conviction. At this point, 
to convince them in the negative, you must show a 
defense. As was mentioned before, the defense that 
should be employed is the strongest one available (cir- 
cumstances indicating lack of wilfulness here), and 
this should not be weakened by the throwing in of 
weak defenses. Following the conference with the 
Regional Counsel, it is often wise to submit a written 
memo in support of your position—to remind them of 
your strength while they are making their decision 
whether or not to prosecute. 

On request, the Regional Counsel will advise you 
of his ultimate action. If the decision is not to prose- 
cute, the case is still not closed until the Special Agent 
accepts, which is usually a matter of course. If the 
Special Agent should decline to accept, the Regional 


Counsel may reconsider the problem or the conflict 
may be resolved by the Chief Counsel in Washington. 
Once the criminal case is closed the file is referred to 
the Revenue Agent in Charge, or the Director for is- 
suance of a 30-day letter for presentation of a civil 
claim. 

If the Regional Counsel's Office approves of prosecu- 
tion, the file is referred to the Chief Counsel’s Office 
in Washington for transmittal to the Department of 
Justice. It is also possible for the attorney to arrange a 
conference at this stage. He should write to the As- 
sistant Attorney General in charge of the Tax Division 
of the Department of Justice asking for a conference 
in his office if the case should be referred to him, and 
the latter will notify the attorney at the appropriate 
time and suggest a conference date. At the confer- 
ences on the higher level the object again is to argue 
the merits of the defense and to introduce any new 
evidence or information which may have developed 
after the case was forwarded by the Regional Counsel 
and which may serve to convince the Penal Division 
that they do not have the air tight case which they 
desire. The closer the case gets to trial, the better your 
chances of settlement because the men who have to 
try the case don’t want one which they stand a reason- 
ably good chance of losing. * 
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New case finds beneficiary of life insurance 


free of transferee liability 


T= GOVERNMENT suffers an addi- 

tional rebuff in its attempt to pin a 
transferee income tax liability on the 
beneficiaries of life insurance policies 
for the unpaid income taxes of a de- 
ceased insured Georgian. The setback 
comes in the Fifth Circuit Court of Ap- 
peals in United States v. Truax, F. 2d 
(1955). Thus the Second,’ Fifth, Sixth,? 
and Seventh*® Circuits negative the 
Government’s position. 

The taxpayer was insolvent when he 
died in 1949, indebted to the United 
States for 1946 and 1947 income taxes 
approximating $3,500. The widow 
Truax collected $10,000 as the bene- 
ficiary of the life insurance. The dece- 
dent could have borrowed on the policy 
or received the cash surrender value 
while he was 
silent as to the insolvency of the dece- 
dent prior to his death. 

Judge Tuttle, speaking for the Fifth 
Circuit, concludes that the transferee’s 
liability at law or in equity referred to 
in Section 3ll(a)(1), 1939 IRC, is 
determined by state law. Further, that 
Georgia law would permit the Govern- 
ment to recover at most no more than 
the amount of premiums fraudulently 
paid, if any. 

The opinion of Judge Hincks who 
spoke for the Second Circuit in Rowen, 
supra, is considered by Judge Tuttle as 
the best-reasoned of the recent cases 
and as the leading case. He considers 
these cases as coming back into line 
with the Fifth Circuit’s view in Liqui- 
dators of Exchange National Bank v. 
United States 65 F. 2d. 316 (1933). 

Judge Hincks, who spoke for the 
Court in Rowen, believes one must de- 
cide (1) if the person against whom 
collection is attempted is a “transferee,” 
and (2) if so, is the transferee under a 
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liability, at law or in equity, for the 
debts due and owing from the trans- 
feror? It is understood that the defini- 
tion of “transferee” includes heir, lega- 
tee, devisee, and distributee under Sec- 
tion 311, 1939 IRC, plus a donee under 
Section 6901 (h), 1954 IRC. 

To find the answer to the first ques- 
tion we look to the Federal law. Did 
the asset belong to the taxpayer in his 
lifetime? Judge Hincks does not con- 
sider the insurance proceeds to have 
been ever the property of the decedent 
taxpayer. He stresses that the insurance 
money was not payable to the insured’s 
estate and the beneficiary took as a 
third party beneficiary and not as a 
legatee or distributee of the estate. 

Judge Hincks is satisfied that the 
cash surrender values were assets of 
the decedent in his lifetime. However, 
death of the insured merged the sur- 
render values in the greater values 
which the insurance company was ob- 
ligated to pay the beneficiaries. He 
does not reason that death wiped out 
the cash surrender values. Conse- 
quently, the beneficiaries were “trans- 
ferees” to the extent of the cash sur- 
render value only. 


Similarity to Rowen 

In Rowen, the decedent Halle took 
out four life insurance policies in 1930 
with a face amount of $42,000. When 
he died in 1949, the policies had a cash 
surrender value of $3,100. In the orig- 
inal policies, the wife was named bene- 
ficiary, but after exercising the right to 
change the beneficiaries, decedent's 
son and daughter were named addi- 
tional beneficiaries. When Halle died, 
he was insolvent and subject to federal 
income tax liability, including interest 
and penalties, of over $400,000. The 
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insurance proceeds of over $25,000 
were paid to the widow and two chil- 
dren. To Tax Court Judge Black, the 
liability was an equitable one just as in 
Christine D. Muller, 10 TC 678, and 
he refused to overrule that decision. 
The Second Circuit had no hesitancy 
in doing so. 

Muller, a state employee, died in- 
debted to the Government for unpaid 
income taxes. His wife was the benefi- 
ciary of the New York pension fund 
and of several life insurance policies. 
To the Tax Court she was a transferee 
and liable for the Federal taxes even 
though the proceeds were exempt from 
execution in the beneficiary’s hands 
under New York law. Judge Murdock 
cited Pearlman v. Commissioner,’ and 
Kieferdorf v. Commissioner®. 

The decedent in Pearlman held life 
policies issued prior to his insolvency. 
He continued to pay the premiums, de- 
spite his insolvency, up to the time of 
his death. The policies contained set- 
tlement agreements by which proceeds 
were payable to the insured’s wife and 
on her death to his children. The Third 
Circuit held the widow as a “transferee” 
liable for the income tax deficiencies of 
the decedent taxpayer. The widow’s 
attorney conceded that without the 
Pennsylvania statute exempting the 
proceeds of the insurance policies, 
there was no defense to the liability. 
Under Rowen this concession was un- 
necessary. To Judge Goodrich, who 
wrote Pearlman, the state law has no 
effect whatsoever in the matter, since 
he is of the opinion that Federal law 
alone governs.® 

In Kieferdorf, the taxpayer’s widow 
was held liable for income taxes as a 
“transferee” where the insured’s estate 
was insolvent and the insurance pro- 
ceeds were first payable to the estate 
and were set over to the widow by the 
probate court, as property exempt 
from execution. The executor filed an 
income tax return for the decedent for 
1939 but no payment of the taxes was 
made. In April 1940, the probate court 
set over to the widow and her children 
about $12,000 which were the insur- 
ance proceeds payable to the estate as 
property “exempt from _ execution” 
under California law. The widow was 
' Rowen vy, Commissioner, 215 F,. 2d 641 (1954); 
93 Trusts and Estates 1093. No petition for 
certiorari was filed in the Supreme Court. 

2 Tyson v. Commissioner, 212 F, 2d 16 (1954). 

® United States v. New, 217 F. 2d 166 (1954), 
following Rowen reasoning. 

4153 F. 2d 560 (CA 3, 1946). 

5 142 F. 2d 723 (CA'9, 1944), cert. den., 323 

© Ch 94 U. Pa. L. Rev. 434. 
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required to pay the decedent’s unpaid 
federal income taxes. The widow, suing 
for a refund, claimed that she was 
not a distributee under the California 
statute for distribution of personal prop- 
erty of an intestate and thus was not a 
“transferee” under Section 311, 1939 
IRC. Judge Garrecht took the position 
that Federal law governs and not state 
law, citing cases which stand for the 
proposition that a state cannot immu- 
nize from a Federal lien. 

Judge Hincks, in Rowen, does not 
disagree with the conclusions of the 
Ninth Circuit in Kieferdorf, since the 
policy proceeds were payable to the 
insured’s estate. 

In Tyson v. Commissioner, supra, the 
insured was solvent to the date of his 
death and there was no evidence of an 
intent to defraud or prejudice creditors. 
He reserved the right to change the 
beneficiary of a life insurance policy 
which he took out 14 years before 
death. He borrowed on the policy and 
there was no cash surrender value im- 
mediately before his death because of 
the outstanding loans. In a per curiam 
opinion, the widow was not considered 
liable as a transferee for her deceased 
husband’s income tax deficiencies. 

The Pearlman case is considered by 
the Sixth Circuit as distinguishable 
since there the deceased husband was 
insolvent prior to death and his income 
tax difficulties were in litigation prior 
to his death. The Second Circuit cites 
Tyson in Rowen with approval. 


Estate Tax 

In Rowen, Judge Hincks admitted 
that the law is different with respect to 
the collection of the Federal estate tax. 
He points out that Section 827(b), 
1939 IRC, expressly imposes liability for 
the estate tax on a beneficiary who re- 
ceives property included in the gross 
estate under Section 811, 1939 IRC, 
and that the amounts received by bene- 
ficiaries under life insurance policies 
with respect to which the decedent pos- 
sessed at his death any of the incidents 
of ownership are so includible. 

Section 6901 (h), 1954 IRC, defining 
“transferee,” spells out that with respect 
to estate taxes it includes any person 
who would be personally liable for such 
tax under Section 6324(a)(2). And, 
Section 6324, 1954 IRC gives special 
liens for estate and gift taxes to the 
Government. 

The section dealing with income 
taxes does not contain a similar provi- 


sion. Consequently, Judge Hincks 
reaches the conclusion that the bene- 
ficiaries were not transferees of the pro- 
ceeds with respect to the income tax 
problem. It appears that Judge Hincks 
would reason similarly under the 1954 
Revenue Code. 

In United States v. Gilmore, 220 F. 
2d (CA-5, 1955), the Government was 
permitted by a majority of the Court 
to compel the administratrix to enforce 
for the Government’s benefit the con- 
tribution by a beneficiary of the dece- 
dent’s life insurance towards the estate 
taxes as provided in Section 826(c), 
1939, IRC (Section 2206, 1954, IRC). 

In determining whether the “trans- 
feree” is under a liability at law or at 
equity for the debts due and owing 
from the transferor, Judge Hincks, in 
Rowen, and Judge Tuttle, in Truax, 
conclude that local law governs. 

In Rowen, Judge Hincks took the 
view that the Third Circuit in Pearl- 
man misunderstood the position of the 
Second Circuit on this point. The pref- 
erence of the Pearlman case for deter- 
mination of the question of liability by 
“general law as declared by the federal 
courts,” is one he does not share or 
even understand. For he knows of no 
“general law declared by the federal 
courts” which defines the liability of a 
transferee, other than the line of Tax 
Court cases which he thinks were er- 
roneously decided. 

Looking to the local law of New 
York (N.Y. Ins. L. Section 166) where 
the decedent and beneficiaries were 
domiciled, Judge Hincks finds that an 
original beneficiary and a substituted 
beneficiary or assignee of a life insur- 
ance policy shall be entitled to its pro- 
ceeds and avails against the creditors 
and representatives of the insured and 
of the person effecting the same even 
though the right to change the bene- 
ficiary is reserved or permitted. He is 
satisfied that the United States is cov- 
ered as a creditor unless there is a 
showing of actual fraud. 

Judge Hincks indicates that the 
Debtor and Creditor Law of New York 
would warrant the same conclusion. 
Here the rights of creditors to reach 
property transferred by a debtor with- 
out fair consideration depend upon the 
debtor’s insolvency when the convey- 
ance is made—when some payment or 
transfer by the debtor is made. The 
payment of the premium is considered 
to fix the date of the transfer. A “trans- 
fer” under an insurance policy payable 
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to one other than the insured or his 
estate occurs when the first premium is 
paid or when after an assignment or 
change of beneficiary the first premium 
is thereafter paid thereon. 

Under Georgia law, the Government 
would be permitted to recover, at most, 
no more than the amount of premiums 
fraudulently paid. 

Will the Congress step into the 
breach? * 
[Mr. Baldinger is a member of the Dis- 
trict of Columbia and Pennsylvania 
bars. He practices in Washington.] 


Schedule of tax record 
retention requirements 


A COMPREHENSIVE SCHEDULE of record- 
retention requirements has been pre- 
pared by the government, and published 
in the Federal Register (Vol. 20, No. 
69, April 8, 1955, 15¢). While it does 
not have the force of law, it is a com- 
pilation from the statutes, intended to 
draw taxpayers’ attention to the appro- 
priate sections of the statutes. 

The schedule for retention of records 
required by the Internal Revenue Serv- 
ice covers 13 pages the size of this 
journal, and with smaller type. Many 
of these items are concerned with alco- 
hol, tobacco, and narcotics rules. Fur- 
ther, all income-tax items are based on 
the 1939 Code, the absence of Regu- 
lations under the 1954 Code making it 
impossible to work out the schedule 
for the new law. A subsequent listing 
will include 1954 Code requirements. 

os 


Taxpayer’s copies of 
returns can be subpoenaed 


A TAXPAYER'S OWN copies of his tax 
returns do not share the same privi- 
leged status as do the copies filed with 
the IRS. This is the present majority 
view, Larry E. Golman points out in 
the Southwestern Law Journal. 

Income tax returns filed with the 
Commissioner constitute public records; 
however, examination of the returns 
may take place only on Presidential 
order and under rules prescribed by 
the Secretary with the President’s ap- 
proval (1954 Code, Section 55(a) (1) ). 
In interpreting this section, Judge Holt- 
zoff determined, in a debatable deci- 
sion, that the limitation on examination 
does not apply to the taxpayer’s own 
copies. 

In O’Mara, defendant, as a witness 
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before a Senate investigating subcom- 
mittee, failed to produce his retained 
copies of specified income tax returns 
in response to a’ subpoena duces tecum 
issued by the subcommittee. In a prose- 
cution for contempt of Congress, the 


federal district court held defendant 
guilty, 122 F. Supp. 399 (D.D.C. 
1954). 


The opinion referred to the oft-cited 
case, Connecticut Importing Co. v. 
Continental Distilling Corp., 1 F.R.D. 
190 (D. Conn. 1940). In a civil action 
the court ruled the defendant was en- 
titled to inspect the plaintiff's retained 
copies of income tax returns. These re- 
tained copies constituted communica- 
tions from the taxpayer to the govern- 
ment, but nevertheless are not privi- 
leged communications at common law 
or under statute.” Because of this, the 
status of taxpayer copies is similar to 
that of the other items of admissible 
evidence. 

This view is in accord with the pre- 
vailing majority view in civil proceed- 
ings. The applicable section of the code 
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covers only disclosure by governmental 
officers and employees having control 
of original documents; copies of re- 
turns remaining in the hands of tax- 
payers are not privileged. Samish v. 
Superior Court, 28 Cal. App. 2d 685, 
83 P. 2d 205 (1938). One court has 
stated the proposition that where the 
taxpayer has no copies, he can be re- 
quired to inspect his original returns 
in the Bureau office and then to produce 
the required copies. Frep. R. Civ. P. 34, 
Reeves v. Pennsylvania R. Co., 80 F. 
Supp. 107 (D. Del. 1948). Copies of 
income tax returns are held not privi- 
leged by most courts. Nola Electric, 
Inc. v. Reilly, 11 F.R.D. 103 (S.D.N.Y. 
1950). 

There is a minority view that re- 
tained copies cannot be introduced as 
evidence. An early opinion found re- 
versible error for admitting as evidence 
unsigned copies of federal income tax 
returns upon the ground that their 
reception violated the “best-evidence” 
rule. Before copies are admissible it 
must be proven that the original docu- 





LL INTERESTED PERSONS who are 
not fully advised of an agency’s 
organization, methods of operation, 
instructions and forms, and substan- 
tive and procedural rules, are seri- 
ously handicapped thereby in the pro- 
tection of individual rights. Agencies 
should be required, therefore, to con- 
form to sound practices for the draft- 
ing and publication of such matters 
of public information. 

Our task force has found that the 
Federal Register is burdened with 
unnecessary, complicated, overde- 
tailed, vague, and poorly drafted 
materials. This situation should be 
corrected by the establishment of an 
office with responsibility to assist 
agencies in achieving simplification 
and clarification of materials to be 
published. Where governmental in- 
terest requires and private rights are 
not jeopardized, that office should be 
given the further authority, in the 
interest of economy, to permit or 
direct agencies to utilize short forms 
or alternative methods of public in- 
formation. 

Recommendation No. 32 

Except as to matters requiring 

secrecy or relating solely to internal 





IMPROVEMENT NEEDED IN PUBLICATION OF RULES 


Quoted from Hoover Commission recommendations “Legal Services” 


agency instructions or management— 

(a) Clear and brief descriptions 
of organization, statements of the 
general course and method of opera- 
tion, and descriptions of forms and 
instructions, should be published in 
the Federal Register; 

(b) All substantive rules, state- 
ments of policy and interpretations 
of general applicability to the public 
should be published in the Federal 
Register; 

(c) All final opinions and orders 
in the adjudication of cases should 
be promptly published or made avail- 
able to public inspection, except as 
otherwise provided by statute; 

(d) All matters of official record 
not enumerated above should be 
made available to public inspection 
except as required for the protection 
of personal privacy of a member of 
the public or as otherwise provided 
by statute; and 

(e) No agency rule, order, or 
opinion should be valid or effective 
unless and until published or made 
available to public inspection as re- 
quired by law, except where a per- 
son has actual knowledge thereof or 
notice pursuant to statute. 








ments cannot be produced; this could 
not be shown as originals are in govern- 
mental custody and available when 
needed. Corliss v. United States, 7 F. 
2d 455 (8th Cir. 1925). The leading 
minority opinion holds income tax re- 
turns are, in private civil actions, con- 
fidential information between the tax- 
payer and the government and not 
open to inspection; other district court 
rulings requiring production of returns 
were stated not to bind this court. 
O'Connell v. Olsen and Ugelstadt, 10 
F.R.D. 142 (N.D. Ohio 1949). 

United States v. O’Mara is an opin- 
ion of first impression in that a Con- 
gressional subcommittee is the organ 
subpoenaing copies of income tax re- 
turns. Since the majority of our courts 
hold that these documents can be sub- 
poenaed in civil litigation, the rule re- 
sults in allowing the returns to be sub- 
poenaed. Congress has the power to 
punish a private citizen for contempt if 
he fails to produce the requested avail- 
able and pertinent documents. 52 Start. 
942, 2 U.S.C. 192 (1938); Jurney v. 
MacCracken, 294 U. S. 125 (1925). 
The predominant view in civil litigation 
is well supported by sound reasoning. 
Subpoenaing copies is the only feasible 
way in which returns may be produced 
to meet the demands of the particular 
suit. However under § 55(d) (1) of the 
Internal Revenue Code, Congressional 
committees are given another means. 
On securing an Executive Order from 
the President, an authorized investiga- 
tion committee may inspect the original 
returns in the Commissioner’s office. 
Three such orders were issued in 1952. 
Because this suitable statutory method’ 
is provided, it is submitted that the 
court should have followed the “best- 
evidence” rule and required Congres- 
sional committees to. obtain the original 
filed returns instead of allowing the 
individual taxpayer’s copies to be sub- 
poenaed. ¥ 


Government speeds up tax 


trials, greater revenue results. 


THE CIVIL DIVISION of the Department 


of Justice has announced that more: 


than $30,000,000 was collected in tax 
judgments and compromises in 1954. 
It was also reported that 542 persons 
were convicted of, or pleaded guilty to, 
tax violations, and that the amount re- 


covered depresents the highest ever in: 


the department’s history: 
The Assistant Attorney General, H. 
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Brian Holland, remarked the fact that 
the 542 successful prosecutions com- 
pared with 493 last year and 377 in 
1952. In this year, 419 of the cases 
pleaded guilty, while 123 were con- 
victed after being tried. Mr. Holland 
added that more than 4,300 cases had 
been received by the tax division, and 
that more than 4,500, a 25% rise over 
any previous year, had been closed out. 
About 7,150 cases are still pending in 
the courts, of which 960 are criminal, 
2.525 are tax lien and miscellaneous 
cases, and 3,665 are civil cases involv- 
ing $360,000,000. * 





Interest on overpayment applied to de- 
ficiency runs until assessment of defi- 
ciency. The Commissioner allowed inter- 
est on that part of an overpayment that 
was credited against the deficiencies to 
30 days after filing of waivers. Tax- 
payer contended that interest should 
have been allowed to the date of assess- 
ment of the respective deficiencies. Fol- 
lowing its previous decisions the court 
held that interest was on that part of 
the overpayment credited against the 
deficiencies covered by the waivers 
until the date of the assessment of the 
deficiencies against which it is credited. 
One dissent. Ash Grove Lime and Port- 
land Cement Co., Ct. Cl., 6/7/55. 


liquidation (taxpayers) 
filed return in Dec. 1946 and paid re- 
ported tax liability. 6 months later they 
checks to the Collector 
which did not show what they were 
for. The Collector, deposited all of the 
checks in a “Miscellaneous Account.” 
Deficiencies were determined in income 
and excess profits tax for 1946 and a 
petition was filed with the Tax Court 
and in the computation of taxpayers’ 
liability. In accordance with its opin- 
ion the Tax Court took into considera- 
tion the payment into the “Miscella- 


Trustees in 


delivered 6 


neous Account.” An assessment of in- 
come tax and refund of EPT was made. 
Taxpayers paid the assessment and sued 
for refund on the ground the Tax Court 
did not take into consideration the pay- 
ments into the miscellaneous fund. The 
court disagreed reasoning that the Tax 
Court could not have found an overpay- 
ment of EPT if they had not taken such 
payments into consideration. It also re- 
jected taxpayers’ contention that at the 
time of the Tax Court’s decision, it was 


IRS provides help on 
estimated tax 


THe IRS HAS JUST PUBLISHED a new 
pamphlet Information on Declaration 
of Estimated Tax by Individuals which 
is intended to answer questions arising 
in various situations with respect to the 
riew rules under the 1954 Code for filing 
declarations of estimated tax. The 
pamphlet has three sections, one deal- 
ing with taxpayers generally, one with 
members of partnerships, and one with 
beneficiaries of estates and trusts. It is 
designated IRS Publication No. 186. * 


procedural decision: 


too late to assess the tax and collect it 
out of the miscellaneous deposits, which 
had not yet been applied. If taxpayers 
ever had the right to demand return of 
the miscellaneous account deposits, 
they lost it by the final Tax Court de- 
cision that they still owed taxes after 
receiving credit for the money paid in 
before assessment. Fletcher, Ct. Cl., 
6/7/55. 


Assets come back; transferor is also 
transferee; he can sue for refund. Tax- 
payer sold its farming business to a 
corporation all of whose profits were to 
go to a tax-exempt charitable orgauiza- 
tion. When the Commissioner ruled that 
the corporation to which the business 
was transferred was not tax-exempt, the 
business was retransferred to taxpayer, 
which paid the tax due from the cor- 
poration. Taxpayer sued for refund and 
Government moved to dismiss petition 
on the ground taxpayer was a mere in- 
terloper without standing to sue. The 
court denied the motion reasoning that 
if the taxpayer had not paid the tax it 
inevitably would have been collected 
from it in transferee proceedings. It 
was therefore “subject to the tax” with- 
in the meaning of the 1939 Code and 
entitled to sue. Campbell Farming 
Corp., Ct. Cl., 6/7/55. 


Dismissal of Tax Court petition for non- 
compliance with rule sustained. Tax- 
payers conspicuously failed to follow 
rules of Tax Court in preparing and 
prosecuting their petition, although 
given timely opportunity to conform, 
and a hearing on Commissioner’s mo- 
tion to dismiss. Court affirmed Tax 
Court in dismissing petition. The Tax 
Court acted in conformity with its own 
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rules and was not arbitrary, capricious, 
or in abuse of discretion. Evans, CA-6, 
5/6/55. 


Circuit Court wont review district 
court's setting aside tax conviction “to 
prevent injustice.” Taxpayer was con- 
victed of tax evasion in 1951 on plea of 
nolo contendere after he withdrew orig- 
inal plea of not guilty. After serving 
a sentence and paying a fine, taxpayer 
moved in the original criminal case to 
withdraw his plea of nolo and to have 
conviction set aside. He alleged that he 
believed (at that time) he was a citi- 
zen. It was found that he was not a 
citizen, and the Government took steps 
to deport him based on the conviction. 
Taxpayer upheld; the matter was in 
the discretion of the trial judge. Tax- 
payer was again faced with indictment. 
His subsequent plea of nolo to avoid 
standing trial again did not and could 
not make the judgment setting aside 
the original judgment of conviction a 
final appealable order. Shapiro, CA-7, 
5/26/55. 


Bankruptcy Court not a proper forum 
to recover proceeds from Collector. 
Through an administrative oversight, 
warrants of distraint were issued by the 
Collector for only a portion of the assets 
seized. The debtor became bankrupt 
and the trustee sought to recover from 
the Collector the proceeds in excess of 
the amount in the warrants. It was held 
that, where at the time the petition in 
bankruptcy was filed, a creditor was in 
possession of the bankrupt’s property 
under a substantial claim, the Bank- 
ruptcy Court had no jurisdiction to 
determine interests therein. The Trus- 
tee’s remedy was limited to a plenary 
suit against the Collector. Walter of 
Brokol Mfg. Co., CA-3, 4/14/55. 


Discharge of federal liens administra- 
tively will avoid joinder problems. Un- 
der the 1954 Code, the District Director 
is empowered after January 1, 1955 to 
discharge federal tax liens which have 
no value, by administrative action. If, 
however, the U.S. is joined in foreclos- 
ure, it has a right of redemption, a cloud 
on title for one year. Moreover, in some 
cases, a joinder is illegal, and the tax 
lien remains despite the foreclosure. 
Notice IRB 1955-3. 


Levy on wages of state and municipal 
employees. State and local governments 
are subject to levy for salaries and pen- 
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sions payable to their employees who 
are delinquent in payment of their 
federal taxes. Rev. Rul. 55-227. 


Treasury knew taxpayer's whereabouts 
but absence from district tolls statute. 
A criminal indictment was filed against 
the taxpayer for tax evasion in 1946 and 
1947. The taxpayer sought to have case 
dismissed as barred by the statute of 
limitations. In May 1948 taxpayer left 
district in which he filed those returns 
and resided in New Jersey or Florida. 
His whereabouts at all times were 
known to Treasury agents, who corre- 
sponded with him from time to time. 
The time during which an accused is 
absent from the district is excluded in 
computation of the time limit for the 
commencement of criminal proceedings. 
Taxpayer contended that his removal 
from the district” 
since it was involuntary because of ill 
health and had not interfered with the 
investigation or prosecution. Under a 
strict construction of the statute, the 
court held for the Government. Any 


was not “abser 1ce 


other construction, said the court, would 
be unfair to the Government which was 
lulled into a sense of security of its fa- 
miliarity with the statute and its in- 
The court noted the 
amendment in the 1954 Code which 
tolls the statute only if the defendant 
is “outside the U.S.” or a fugitive from 
justice, but declared it unapplicable to 
this case. Greenfield, DC ED NY, 


~ 


5/6/55. 


terpretations. 


Second Circuit holds Tax Court has 
jurisdiction of “standard issues” in 722 
case. The Tax Court held that it did 
not have jurisdiction of excess profits 
tax issues other than 722 cases because 
the petition had sought relief under 
section 722 only. All the other circuits 
which had considered the question re- 
versed the Tax Court. This circuit 
agrees. The Tax Court has jurisdiction. 
Remanded. Martin Weiner Corpora- 
tion, CA-2, 5/19/55. 


Return need not be signed by both 
spouses to be joint. A return filed in the 
name of husband and wife but signed 
only by the husband was held to be a 
joint return where it was shown to 
contain the income and deductions of 
both. The court found it was intended 
as a joint return and the wife was there- 
fore liable jointly and severally with her 
husband’s estate for the admitted de- 
ficiency. Whitehouse, TCM 1955-135. 
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But where a return was captioned and 
signed in the name of the husband only, 
it was held not to be a joint return even 
though it included some small items of 
income attributable to the wife. Brown, 
24 TC No. 30. 


Departing alien pays tax in advance; 
interest runs from due dates. The tax 
paid with form 1040-C required to be 
filed by an alien departing from the 
U.S. is an advance payment of tax. In- 
terest due on any overpayment deter- 
mined when the final return for the 
year is filed, runs from the due date of 
the final return and not from the date 
of payment. Rev. Rul. 55-339. 


Requirements for filing estimates ex- 
plained. The IRS in a series of 18 ques- 
tions and answers discusses the require- 
ments for the filing of declarations of 
estimated tax by individuals, and the 
methods of avoiding charges for under- 
payment. Problems of partners and 
beneficiaries of estates and trusts are 
separately explained. Rev. Rul. 55-348. 


Can't speed up Section 3801 adjust- 
ment by waving right to sue. Sec. 3801 
of 1939 Code permits correction of er- 
rors in certain tax determinations other- 
wise closed by the statute of limita- 
tions in order to prevent taxpayer from 
taking inconsistent positions. A claim is 
a “determination” after the expiration 
of the two year limitation period for in- 
stituting suit. A taxpayer cannot accel- 
erate such period by waiving his right 
to institute suit on the disallowed claim. 
Rev. Rul., 55-340. 


Fiduciary liable for distributing estate 
after notice of unpaid taxes. Decedent’s 
income was reconstructed on the basis 
of his cash disbursements. The court 
refused to accept unsupported _ testi- 
mony that he had funds on hand at the 
beginning of the taxable year sufficient 
to cover the disbursements. The ad- 
ministratrix was held personally liable 
for the deficiencies and the negligence 
and failure-to-file penalties since she 
distributed the estate after she had 
notice of decedent’s unpaid taxes. The 
distributees were also held liable as 
transferees of the estate assets to the 
extent of the property received. Viles, 
TCM 1955-142. 


Government must prove insolvency to 
hold transferee liable. A person who 
receives property is liable for taxes ac- 


rued against the transferor to the extent 
of the value of property received but 
only if the transferor was insolvent at 
the time. Here the court holds that the 
Commissioner failed to prove that a 
father was insolvent either before, or 
was rendered insolvent by, a transfer 
of property to his son. The father’s tax 
liability could not be assessed against 
the son. However he was insolvent at 
the time of gratuitous transfers to his 
daughter; the daughter was held liable 
for her father’s taxes to the extent of 
the gifts received. Brown, 24 TC No. 
30. 


No transfereee liability for husband's 
life insurance proceeds. Decedent died 
owing back income taxes. His widow 
(taxpayer) received the proceeds of an 
insurance policy on his life which 
amounted to three times his tax liabil- 
ity. He could have borrowed against it 
or received the cash surrender value 
which was less than the liability. There 
was no evidence that he was insolvent 
prior to his death. This court held that 
federal transferee liability is to be de- 
termined under state law, since the 
federal statute does not define the lia- 
bility of a transferee. Under the appli- 
cable Georgia law which is not an ex- 
emption statute, the Government can 
recover no more than the amount of the 
premiums fraudulently paid, of which 
there was no proof. Truax, CA-5, 6/2 

55. 


Stockholder not liable for payroll taxes; 
held not an officer or director. Taxpayer 
received 40% of the stock of a family 
corporation as a gift in 1948 upon in- 
corporation. She was an officer and di- 
rector then. The record shows she re- 
signed in January 1949. The Commis- 
sioner assessed unpaid withholding and 
FICA tax for 1949 and 1950 against 
her. He asserted that the resignation was 
inserted in the minute book in 1950. 
However, the court was convinced by 
statements of officers and directors filed 
with the banks during the years 1949 
and 1950 that taxpayer had really re- 
signed in January 1949. Since she was 
not an officer or director during the 
period the taxes accrued, she was not 
personally liable. Philipson, DC NY, 
5/16/55. 


Transferee cannot, after notice, escape 
liability by returning assets. A wife, in 
a prior Tax Court case was held liable 
as transferee for her husband’s tax. That 
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decision held however, that the amount 
of property she received (the measure 
of her liability for his tax) did not in- 
clude $19,000 which she returned to 
her husband but after receiving notice 
of her liability. In a revised opinion the 
court vacates that decision and holds 
that a transferee cannot relieve himself 
of liability after notice by a retransfer 
to the transferor. Noell, 24 TC No. 35. 


Tax Court's determination of invested 
capital bars litigation in following 
years. In determination of the tax for 
prior years taxpayer had petitioned the 
Tax Court, facts were stipulated and a 
decision adverse to the taxpayer ren- 
dered on the basis of failure of proof. 
The taxpayer here argues (1) the prior 
decision was not on the merits (held: 
it was a decision based on failure of 
proof is on the merits); (2) there has 
been a change in legal atmosphere 
(held: not at all, the Code, the regula- 
tions and decisions on the point at issue, 
the effect of a bankruptcy reorganiza- 
tion on invested capital, are the same; 
and (3) the Tax Court, béing an admin- 
istrative agency is not bound by the 
case law on estoppel (held: regardless 
of whether it is a court or an agency, 
the Tax Court applies judicial doctrines 
and is bound by the principles of estop- 
pel). Fairmount Aluminum Co., CA-4, 
5/18/55. 


Taxpayer bound by “consent” to dis- 
allowance of over-ceiling salaries. In a 
brief finding of fact and conclusion of 
law the court held that the taxpayer 
had not sustained his burden of proof 
in his suit for refund. He claimed over- 
ceiling salaries should have been al- 
lowed. However he had consented to 
the disallowance and at the time of 
filing the claim for refund the govern- 
ment’s time for filing refund suits had 
expired. Apparently the consents to dis- 
allowance referred to by this court were 
in proceedings before the Salary-Stabili- 
zation Unit and the National War Labor 
Board. The taxpayer is held estopped 
to press claim for refund. Hall, Haas & 
Vessery, Ltd., DC Cal., 5/24/55. 


Can't use recoupment to justify claim; 
it is a defense only. Taxpayer filed claim 
for refund of estate tax more than three 
years after payment. She argued that 
the overpayment of tax should be ap- 
plied against an outstanding income tax 
deficiency. The income tax, being a debt 
of the estate, would reduce taxable 


estate to zero. The court held that the 
doctrine of equitable recoupment may 
be used only as a defense; it cannot be 


the basis of a claim for refund. Herring, 
DC NC, 4/29/55. 


Time disregarded because of absence 
from country in armed forces. The 
“Treasury renews its position on this 
computation and finds that its rulings 
have followed the same principle as 
the Carnrick case, 9 TC 756, acq., CB 
1948-1. The Treasury holds that in 
computing the period of time to be dis- 
regarded (time outside the U.S. plus 
ninety days) there should be taken into 
account the time unexpired at the date 
of the taxpayer's departure. Rev. Rul. 
55-382. 


Involuntary signing of husband's re- 
turn absolves wife from liability. A wife 
signed her husband’s return under doc- 
tors orders to comply with her hus- 
band’s wishes and not to excite or argue 
with him under any circumstances. She 
was held not liable for her deceased 
husband’s tax; her signing was involun- 
tary. Hickey, TCM 1955-149. 


Can't bring refund suit unless entire 
tax is paid. Taxpayer estate had been 
assessed taxes and penalties of about 
$150,000. The executors argued that 
the assessment was improper but it 
would take over a year to get a hearing 
in the Tax Court and they could not 
continue in business. Nor did they have 
the money to pay the tax and sue in the 
District Court. They paid $2,500 and 
sued .for.refund of that .so as to get a 
decision on the matter. This the court 
held they could not do. Payment of the 
full tax is prerequisite to suit. Bush- 
miaer, DC, Ark, 5/27/55. 


Collection enjoined; taxpayer alleged 
business was threatened. The court re- 
strains the Director from seizing tax- 
payers property upon his allegations 
that he does not owe tax, that he has 
no funds to pay it and that seizure of 
his personal property would ruin his 
business. Ralston v. Wood, DC Ariz., 
12/31/54. 


Assessment enjoined; deficiency notice 
necessary. Taxpayer took credit in tax- 
able year’s return for alleged overpay- 
ments made in estimated tax for prior 
years. Government issued a Notice of 
Mathematical Error in effort to avoid 
issuance of 90 day letter. Court held 
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Government’s claim of mere mathe- 
matical error patently spurious. There- 
fore, since the dispute between the 
parties is whether taxpayer correctly 
took a credit in computing amount due 
Government in year in question, there 
is a “deficiency” and the issuance of a 
deficiency notice is necessary. Assess- 
ment is therefore enjoined. Repetti, 
DC, ND Cal S. Div., 4/18/55. 


Interest on overassessment runs to re- 
fund or assessment of offset deficiency. 
Taxpayer signed Form 870 agreeing to 
overassessment of excess profits tax and 
a smaller deficiency in income tax. Re- 
fund of the net amount due taxpayer 
was made, but the income tax was never 
assessed. Interest runs on the refund 
from the date of filing the claim to 
within 30 days of payment. Interest is 
due on the balance (the amount applied 
against income tax) from the date of 
claim to the date the income tax is 
formally assessed. Chicago Extended 
Metals Co., DC, ND of Ill, 4/6/55. 


Doctrine of equitable recoupment 
available as a defense only, not for re- 
fund claim. An income tax deficiency 
reduced the gross taxable estate. The 
estate then sought to recover part of the 
estate tax paid. The claim was filed 
after the 3 year statutory period, but 
the estate maintained that, under the 
doctrine of equitable recoupment, it 
was entitled to offset the overpayment 
of estate tax against the income tax 
deficiency. Relief was denied on the 
grounds that the claim was filed too 
late. Recoupment is available as a 
defense only to reduce a claim arising 
out of the same transaction; it cannot 
be used affirmatively as a-basis for a 
refund claim. Herring, DC N.C., 
4/29/55. 


Collateral estoppel prevents EPT relief 
in a later case involving same issue as 
prior proceeding. Taxpayer based ‘his 
claim for EPT relief for 1940-1942, on 
the ground that it was a new business 
or that it changed its business. In court 
it argued only for the latter contention 
and was denied relief. Taxpayer is now 
estopped from seeking the relief for 
1943-1945 under principle of collateral 
estoppel since matter raised in both 
proceedings is the same, and there has 
been no change in applicable legal 
rules. Both claims were in fact litigated 
in the prior proceedings. Jacob’s Fork 
Pocahontas Coal Co., 24 TC No. 10. 
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Tax advantages of the close corporation in 


the operation of a business 


Cts OF THE SUGGESTIONS made 
here last month with respect to tax 
advantages of the close corporation to 
the investor also apply to the operator of 
the business; these include, for example, 
thin capitalization and use of mort- 
gages, maneuverability, and the ability 
to accumulate funds at corporate rates. 
The incorporation of a sole proprietor- 
ship is much the same, in most ways as 
incorporating a partnership. Assume 
here that we have a manufacturing or 
mercantile business. When a_partner- 
ship is involved, we must be especially 
careful to make sure that the corporate 
form of business will not be more costly. 
Sometimes the partners are in different 
tax brackets, because one has a greater 
share of the profits, or is not married. 
Formation of a corporation may help 
the partner in the higher brackets tax- 
wise, and hurt the other. Often how- 
ever, adjustments can be made to pass 
on some of the tax savings to the partner 
in the lower brackets. His salary might 
be increased by a portion of the amount 
the other partner will save in taxes. 


_Ease of gifts 

Our sole proprietor has come to real- 
ize that upon his death the business 
may suffer severe losses as a result of 
being operated under the supervision 
of the probate court. He has a wife and 
several children, and it may be neces- 
sary to liquidate the business to pay 
estate taxes and to make a fair distribu- 
tion of his property. He would like to 
start making gifts of a part of the busi- 
ness to his family. 

Conceivably, he could form a family 
partnership, and adjust the percentage 
interests from year to year. However, 
if his wife and children have not been 
active in the business, he will think 


twice before putting it at their mercy. 
Perhaps he has a son or son-in-law who 
is somewhat irresponsible, and he does 
not want the partnership property to 
become available to his creditors. 

If he forms a corporation, he can 
make gifts of the stock to his relatives. 
The business will continue without in- 
terference upon his death. 


Thin incorporation gives liquidity 


Thin capitalization and use of mort- 
gages can play an important part in this. 
If we incorporate for $400,000, our 
taxpayer has to live a long time to give 
away a substantial portion of his stock. 
But if we incorporate for $100,000 and 
take back debentures of $300,000, we 
could give away the entire corporate 
stock, free of gift taxes, in a short time. 
As the debentures are paid off, the pro- 
ceeds are invested in liquid securities, 
and we solve our estate tax problem. 

A quicker way of doing this would 
be to mortgage the property for $200,- 
000, and take back stock of $100,000 
and debentures of $100,000. Our estate 
is immediately liquid, assuming we in- 
vest the $200,000 in readily salable 
securities. 

A one-fourth interest in our business 
is now worth only $25,000. We can 
give the children a substantial interest, 
free and clear of gift taxes. If the busi- 
ness is one that requires little capital, 
and can be incorporated, for example, 
for $10,000, the IRS may question 
whether the stock is not worth more 
than par value, particularly if it starts 
paying 100% or 200% dividends. 

We must aiways watch out for valua- 
tion problems in making gifts of stock 
of profitable, closely held corporations. 
Probably the best criterion is the rela- 
tionship, of selling price to earnings of 
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comparable stocks that are listed. Every 
owner of a business can tell you why 
the stock of any listed company you may 
pick is not comparable, but if you take 
the average of a sufficient number of 
companies in the same industry, you 
should come up with a satisfactory 
answer. 


Transferring business to employees 


Often our sole proprietor has no de- 
sire to turn his business over to his wife 
or children. He may be a childless 
widower; his children may have married 
and moved away; they may have no 
interest in the business. On the other 
hand, he would like it to support him 
until he dies, and he doesn’t want to 
see what he has built up with his life’s 
toil destroyed with one blow by the 
probate court. 

He may or may not have employees 
who are capable of running it. If he 
doesn’t, he can keep looking until he 
finds one. Most sole proprietors feel that 
they ave much more essential to the 
operation than they really are. 

When he finds employees capable of 
running the business, it will be extraor- 
dinary if they have the funds to acquire 
it. It is here where the close corpora- 
tion comes in handy. He transfers the 
business to a corporation which has 
common stock of $10,000, and the bal- 
ance of the net worth is represented 
by debentures or preferred stock. Then 
he sells all or a part of the common 
stock to the employees. He may remain 
on the payroll. If they run the business 
successfully, they will pay off his pre- 
ferred stock or debentures and own it 
themselves. If they fail, he converts his 
preferred into common stock, thereby 
giving himself voting control, and takes 
over the operation himself. 

In situations such as these, careful 
consideration should be given to safe- 
guarding the rights of the owner. If he 
takes corporate notes as security for the 
balance of his investment, the common 
stock might be posted as collateral, 
along with resignations of the officers 
and directors, to take effect upon de- 
fault. Then, upon default, he can step 
in and take over, without waiting for 
a bankruptcy court to take jurisdiction. 

If preferred stock is given him, it 
should be convertible into common 
upon default in payment of the divi- 
dends. In addition, the articles of in- 
corporation might provide for special 
meetings of the stockholders, and the 
ousting of directors and officers, when- 

















ever the preferred has been so con- 
verted. 


Pension for owner possible 


As the tax law stands presently, a 
sole proprietor or partner cannot take 
advantage of the pension or profit shar- 
ing provisions of the law. Under these 
provisions, a corporation can deduct cer- 
tain amounts from its income, and pay 
them over to a trust, which will invest 
them tax free and pay them out to the 
employees as they reach retirement. 
The Commissioner at one time denied 
to stockholder-officers the right to par- 
ticipate in pension and profit sharing 
plans beyond 30% of the total. That 
limitation has now been removed, and 
the Tax Court has allowed such partici- 
pation up to 65% of the total. 

A man in the 60% bracket earns an 
extra $10,000, which he would like to 
save. After paying taxes, he has $4,000 
left. If he invests this $4,000 at 3%, it 
will produce $120 a year, of which 
taxes will again take $72, leaving him 
with $48. At that rate, it will be a long 
time before he even gets his original 
$10,000 back. 

He transfers his business to a corpora- 
tion, which sets up a pension plan. 
The $10,000 now goes into the trust as 
a corporate deduction. It earns $300 a 
year, free and clear of taxes. At the end 
of ten years he retires, and the accu- 
mulated funds are paid out to him over 
his life expectancy, when he is in, say, 
a 30% bracket. The $10,000 he earned 
as a sole proprietor is now $4,480. The 
$10,000 that went into the pension 
plan is now $13,000, which, after the 
30% tax, leaves $9,100. He has more 
than doubled his money. 

There should be taken into considera- 
tion, of course, the fact that he will have 
to share some of this with his employees, 
since he can’t set up a pension plan for 
himself alone. However, after allocat- 
ing the required amount of the contri- 
bution to the pension fund among all 
employees, our taxpayer may still be 
better off than had he drawn the entire 
amount as salary, or paid taxes on it as 
a sole proprietor. Contributions to a 
pension plan can be measured in terms 
of cents per hour worked, and will often 
take the place of a wage raise. We also 
have the intangible values of future 
security for our employees, good will, 
etc. 

A big advantage of a pension plan of 
this type is that it is not dependent upon 
the prosperity of the business after re- 
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tirement. The annual contributions have 
been put in trust, and invested in safe 
securities, free of the hazards of the 
business. Often, upon retirement, the 
plan will provide for the purchase of 
an annuity for the retiring employee 
from a reputable insurance company. 

A pension plan of this type might 
well be tied in with gifts of the stock to 
relatives or transfers to employees, as 
described above. Our taxpayer remains 
on the payroll for ten years after he has 
incorporated, Every year a substantial 
sum is put aside in trust for him. At the 
end of that period, the balance of his 
life is provided for, even if his children 
or former employees run the business 
into the ground. 


Buy and sell agreements 


Provisions for the transfers of busi- 
ness upon the death or retirement of 
one of the co-owners are becoming in- 
creasingly common. At one time, when 
a partner died, the surviving partners 
would agree with the widow as to the 
value of her husband’s interest, and 
then pay her off over a period of time 
out of the profits. Now, however, the 
widow needs the money immediately 
to pay estate taxes, and the surviving 
partners find that income taxes are eat- 
ing up all the profits. 

A partnership agreement can provide 
for paying the widow out of future 
profits, which will make her, not the 
survivors, taxable on all amounts in ex- 
cess of the deceased partner’s capital. 
This will not, however, solve her need 
for funds to pay the estate tax. Quite 
often, life insurance comes into the pic- 
ture here. The partnership takes out 
insurance on all partners, and has funds 
to pay off the widows but not the re- 
tired partners. Generally speaking, this 
situation can be handled better with a 
corporation. 

A corporation can establish a pension 
or deferred compensation plan to take 
care of the co-owner and his wife dur- 
ing the balance of their lives. He can 
enter into a buy and sell agreement that 
will deal with the stock he owns at his 
death. Such agreements usually con- 
tain provisions preventing a sale to an 
outsider without first offering the stock 
to the company. They are often used to 
insure that the stock will be owned only 
by those actively employed in the busi- 
ness. Questions as to termination of the 
partnership on death of one of the part- 
ners are eliminated. Such agreements, 
properly drawn, will fix the value of the 


stock for estate tax purposes. 

As a package deal, articles of incor- 
poration, a pension or deferred com- 
pensation plan, and a buy and sell 
agreement, should all be provided when- 
ever a partnership is incorporated. Each 
has definite tax advantages, and taken 
as a whole, provide the perfect back- 
ground for a well thought out estate 
plan. 


Separate real-estate corporation 


A business which has been occupying 
rented quarters is incorporated. It is 
decided to acquire a new plant. There 
are definite tax advantages in taking 
title to the plant in a separate corpora- 
tion. 

Assuming the business makes over 
$25,000 a year, it can pay all or a por- 
tion of that excess to the real estate 
corporation in the form of rent. The 
rent will be deducted from income 
taxed at 52% in the hands of the manu- 
facturing corporation, and paid over 
to the real estate corporation, owned by 
the same people, where it will be taxed 
at only 30%. 

The real estate corporation can be 
thinly capitalized, and have a large 
mortgage, with all the advantages of 
these two as described above. If the 
manufacturing corporation fails, the 
stockholders will still have their real 
estate. Often, a much higher mortgage 
can be obtained by a real estate cor- 
poration than by one engaged in a 
hazardous business. 

If a closely held corporation presently 
owns its own plant, it might consider 
spinning it off into another corporation. 
Then at some later date, the operating 
corporation may move to a new loca- 
tion. The stockholders sell the building 
corporation, and realize capital gains 
income. 


Capital gain on inventions 


You have patented an invention. If 
you exploit it yourself, your income will 
be ordinary. Normally, to get capital 
gains treatment, you must sell it to an 
outsider on an exclusive license ar- 
rangement. 

Why not form a corporation to ex- 
ploit the patent, which you sell to it for 
capital gains income? You must be 
careful to employ the same type of 
agreement that qualifies for capital gains 
treatment when sold to an outsider, and 
you cannot charge more than the going 
royalty rate. This is a case of eating 
your cake and having it too. You get 





102 * 


capital gains treatment for your royalty, 
without giving up the income from ex- 
ploitation. 

Many stockholders have had their 
corporations cancel their royalty agree- 
ments and then turn around and sell the 
patents to the corporation. This is a tax 
advantage that cannot be obtained from 
a sole proprietorship or partnership. 
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Avoiding being real estate dealer 


You own a tract of land from which 
you have been selling parcels from time 
to time, at such a rate and in such a 
manner as to qualify the gains as capi- 
tal. You have found another tract but 
realize that if you treat it in the same 
manner, all of your gains will be ordi- 
nary. 

Why not take the new parcel in a 
corporation? True, the gains will be 
ordinary in the hands of the corpora- 
tion, but the capital status of the gains 
from your present property will not be 
jeopardized. This new tract can be kept 
in the corporation until disposed of. In 





Initial advances to corporation are capi- 
tal contributions rather than loans. Tax- 
payer and another corporation organized 
a new corporation to construct a theatre. 
Each advanced $13,650. Taxpayer, on 
its books, charged $1,470 as capital in- 
vestment and the balance as a loan. No 
note was given nor was any repayment 
date specified. The entire advance by 
taxpayer was held to be capital invest- 
ment, and a bad debt deduction for the 
“loan” was denied. Shaker-Lee Theatre 
Co., TCM 1955-124. Similarly, advances 
to controlled corporations, although 
characterized and treated as loans on 
the corporate books, were held to be 
capital contributions where the ad- 
vances made in the formative 
stages to establish the corporate busi- 
nesses, and where the capital accounts 
were nominal. Reed, TCM 1955-125. 
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Transfer of shares to controlling stock- 
holder held a security repayment and 
not a dividend. Taxpayer acquired 
shares in a lumber company, $245,000 
of the price having been advanced by a 
controlled family corporation. The 


shares were issued in taxpayer’s name 
but were endorsed in blank and turned 
over to the family corporation. In the 
following year, after paying off $245,- 
000, taxpayer received back the shares. 
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the meantime, you may sell off your old 
tract, and acquire another in your own 
name. Sales of this new tract will then 
qualify for capital gains treatment. In 
this way you can divide your real estate 
operations between the corporation and 
yourself in such a manner as to insure 
capital gains for a certain portion. 

The collapsible corporation provisions 
have eliminated the quick capital gains 
tax profit from the construction of build- 
ings. But capital gains treatment is still 
available if you hold the property for 
three years. 

In some ways, these provisions may 
prove to be of more benefit than detri- 
ment. The purchaser of rental real estate 
must rely primarily on the earnings 
statement. If you have constructed an 
apartment building, and filled it up with 
prompt paying tenants, you have a 
much better product for sale than one 
that has just been finished. You may 
well find your profit much higher, and, 
having held the property for three years, 
your gain is clearly capital. 


At that time the shares were worth 
$800,000. Considering all the facts 
which were far from clear, the court 
held the original transfer of the shares 
to the family corporation was to secure 
the advances, and the retransfer to the 
taxpayer was merely a release of the 
security and not as the government con- 
tended, a bargain sale to the stock- 
holders, taxable as a dividend. Est. of B. 
P. John, TCM 1955-151. 


Literal receivership reorganization fails 
to qualify as tax free for lack of con- 
tinuity. The court held the continuity- 
of-interest factor was lacking because 
the stock in taxpayer was not exchanged 
for a prior proprietary interest in the 
property involved. Furthermore, 35% 
of the former bondholders received no 
continuing proprietary interest in tax- 
payer in any capacity. Western Mass. 
Theatres, Inc., 24 TC No. 36. 


Merger into cooperative nontaxable. A 
merger of a warehouse corporation serv- 
ing farmers for profit into a new coop- 
erative association for the purpose of 
more effectively meeting business com- 
petition constitutes a tax free reorgani- 
zation. Rev. Rul. 55-305. 


No carry-over of net operating losses of 








merged corporations. Under state laws 
seventeen corporations in the same busi- 
ness, and owned by same stockholders, 
were merged into taxpayer, the only 
corporation remaining. Three of the sev- 
enteen merged corporations had sus- 
tained net operating losses in prior years 
and taxpayer attempted to carry over 
these losses and apply them against its 
income. The court sustained the Com- 
missioner in his disallowance of the 
carry-over on the ground that taxpayer 
is not the same corporation as any of 
the merged corporations and is not en- 
titled to the credits of another. The 
merger laws of a state cannot, for fed- 
eral tax purposes, determine whether 
the corporations are the same. Taxpayer 
also claimed a deduction for legal fees 
for formulating the merger plan. The 
Commissioner disallowed them in full, 
on the ground that the fee should be 
capitalized. Taxpayer, acknowledged 
the partial correctness of this and 
claimed a portion of the fee which it 
claimed applied to services rendered in 
connection with the finally-accepted 
plan. The court disallowed full amount, 
held the allocation arbitrary. Libson 
Shops, Inc., DC Mo, No. 3/23/55. 


Distribution not dividends though liqui- 
dation takes 10 years. In 1944 a corpo- 
ration in which the taxpayer was a stock- 
holder adopted a plan of liquidation. 
It began settling litigated cases to which 
it was a party, prepaid its secured debt, 
reduced its office space and staff, liqui- 
dated its assets, and reduced its out- 
standing shares. In each of the years 
from 1944 through 1952 it made cash 
distributions to its stockholders. The 
Commissioner contended that there was 
no final decision to liquidate and in fact 
after 10 years the corporation still has 
not been liquidated. Therefore, the dis- 
tributions to the extent of earnings or 
profits were taxable dividends. The tax- 
payer contended that the manifest in- 
tention is to liquidate and all business 
activities except those incidental to 
liquidation have ceased. Therefore, dis- 
tributions pursuant to such liquidation 
are not dividends, but distributions in 
liquidation. In reversing the Tax Court, 
the court held that the plan contem- 
plated a series of distributions in com- 
plete cancellation or redemption of all 
its stock. Thus each distribution is a 
partial liquidation. In view of the prob- 
lems of the plan and the progress made, 
the lapse of time has not been unrea- 
sonable. Maguire, CA 7, 5/19/55. 
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Withdrawal of a partner: distributions 


not pro rata: an illustration 


YONSIDERING HOW difficult the part- 
nership provisions of the 1954 Code 

are proving to be in practice, we wel- 
come the analysis made of withdrawal 
of a partner by Alan J. B. Aronsohn. 
Mr. Aronsohn, a partner of Robinson, 
Silverman & Pearce, presented this at 
a recent session of the Practicing Law 
Institute in New York devoted to part- 
nerships under the 1954 Code. Using 
the medium of a single basic illustra- 
tive problem, he explained a variety 
of assumed methods of distribution. 
This problem and its variations gives a 
much clearer picture of the practical 
applications of the new rules in the 
field of partnership liquidation than any 
amount of text comment could convey. 
To assist those who may be troubled 
with problems in this field and who did 
not hear his presentation, a summary 


of Mr. Aronsohn’s explanation of the 
tax consequences of the liquidation of 
a partnership under these assumed 
facts (see box) is given below. 


Non pro rata distribution 


The problems incident to the liquida- 
tion of a partnership were examined in 
a situation where the distribution was 
not pro rata. Preliminary to the com- 
putation of gain and new basis for the 
respective partners, the following as- 
sumptions were made: 

1. The insurance was cancelled for $4,- 
500 in cash. 

2. $27,750 cash and the furniture and 
fixtures (basis $15,000, value $9,000) 
were distributed to A. 

3. The aceounts receivable ($45,000 
net) were distributed to B, who as- 
sumed the $3,000 local tax liability. 





Mr. ARONSOHN summarized the pro- 
visions of the new Code related to 
distributions in liquidation of a part- 
nership, as follows: 

A distributee partner recognizes a 
gain only to the extent that the cash 
received exceeds the basis of his 
partnership interest. Section 731 (a) 
(23; 

The distributee recognizes a loss 
only if (a) he receives nothing but 
one or more of the following classes 
of assets: cash, unrealized receiv- 
ables, and inventory; and (b) the 
amount of cash plus the basis of 
any such receivables and inventory 
received is less than the basis of his 
partnership interest. Section 731 (a) 
(2). 

Any gain or loss recognized by the 
distributee is a capital gain or loss. 
Section 731 (a). 





THE LAW COVERING DISTRIBUTIONS 


No gain or loss is recognized by 
the partnership or by the other part- 
ners. Section 731(b). 

The basis of any items of dis- 
tributed property in the hands of 
the distributee is equal to a propor- 
tionate part of the basis of the dis- 
tributee’s partnership interest, as re- 
duced by any cash distributed. Sec- 
tion 732(b). 

Where various properties are dis- 
tributed, the allocation of the basis 
is made in proportion to the basis 
of the properties in the hands of the 
partnership prior to distribution. 
Section 732(c). 

The basis of distributed inventory 
or unrealized receivables in the hands 
of a distributee partner is, to the 
extent possible, the same as the basis 
of such items in the hands of the 
partnership. Section 732(c). 





4. $3,750 in cash and the inventory 
($75,000) were distributed to C, who 
assumed payment of all the accounts 
payable ($48,000). 

5. The company had a contract to suppy 
hardware for a building job for $42,000, 
including cost of installation estimated 
to be $18,000. Estimated profit on con- 
tract $6,000. This contract was assigned 
to C on liquidation of the partnership. 
As a right to payment for goods “to be 
delivered” and services “to be rendered,” 
Mr. Aronsohn believed this item to 
qualify as an unrealized receivable” 
under Section 751(c). Thus, in our 
computations which follow, we start 
with an “adjusted” basis of $55,500 
for each partner. 





THE PARTNERSHIP IN 
QUESTION 
Mr. ARONSOHN’s hypothetical part- 
nership showed the following balance 


sheet at the close of its fiscal year, 
January 31, 1955: 


ABC HARDWARE CO. 


Assets 
Cash $ 27,000 
Accounts Receivable (net) 45,000 
Inventory (lower of cost or 
market ) 75,000 
Prepaid Insurance 6,000 
Furniture and Fixtures (net) 15,000 
$168,000 
Liabilities 
Accounts Payable $48,000 
Reserve for Local 
Taxes 3,000 
A-Capital $39,000 
B Capital 39,000 
C Capital 39,000 117,000 
$168,000 


ABC keeps its books (and files its 
returns) on the accrual basis. The 
fair market value of its inventory is 
$75,000 and of its furniture and 
fixtures, $9,000. 

The “basis” of each partner’s part- 
nership interest is $56,000. This is 
the normal case where the basis of 
the partner’s interest is his propor- 
tionate share of the total basis to 
the partnership of its assets (1/, X 
$168,000 = $56,000) or, what is the 
same thing, the balance of his capital 
account plus his share of firm liabili- 
ties ($39,000 + 1/, ($51,000) = 
$56,000). (For an explanation of 
“basis of a partnership interest” un- 
der the new Code, see 2 JTAX 340). 
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SUMMARY OF NON PRO RATA DISTRIBUTION 


The results of the accompanying non pro rata distribution may be summarized as follows: 





A B Cc 

Basis to partners before distribution $56,000 $56,000 $56,000 
Apportionment between partners on P & L ratio of the 

loss upon cancellation of the insurance ($6,000- 

$4,500 ) 500 500 500 

“Adjusted” basis $55,500 $55,500 $55,500 
Assumption of $3,000 liability by B (1,000) 2,000 (1,000) 
Assumption of $48,000 liability by C (16,000) (16,000) — 32,000 
$38,500 $41,500 $86,500 

Cash distributed (27,750) -0- (3,750) 
Basis assignable to Furniture and Fixtures $10,750 _ 
Basis assignable to Accounts Receivable $41,500 
Basis assignable to Inventory (partnership’s basis ) 2 75,000 
Basis assignable to Unrealized Receivable ( partnership’s basis ) -0- 
Basis unassignable, hence Capital Loss $ 7,750 





A’s position 

A’s basis of $55,500 must be reduced 
(a) by his pro rata share of the partner- 
ship liabilities which are assumed by 
the other partners, $17,000 (1/3 of 
$51,000), and (b) by the amount of 
cash which he received in the liquida- 
tion, $27,750. The unre- 
covered basis ($10,750) is apportioned 
to the furniture and fixtures received. 
A recognizes no gain or loss on the 
distribution. If A thereafter used the 
furniture and fixtures in his own busi- 
a loss, the 


remaining 


ness and then sold them at 
loss would be an ordinary one under 


Section 1231. 


B’s position 

B’s “adjusted basis” of $55,500 must 
be reduced by the amount of his pro 
rata share of the liabilities of the part- 
nership which are assumed by C, 
$16,000 (1/3 of the accounts payable). 
His basis is increased, however, by the 
amount of the liabilities of the other 
partners assumed by him in the distri- 
bution, $2,000 (A’s and C’s shares of 
the $3,000 tax liability). The basis ap- 
portioned to the assets received by B 
amounts to $41,500 and this in assign- 
able to the sole asset he received, the 
Accounts Receivable. He realizes no 
gain or loss on the distribution. Note 
that there is no requirement that, to the 
extent possible, the basis of distributed 
receivables (other than unrealized re- 
ceivables) be the same as the partner- 
ship’s basis, as is the case with dis- 
tributed inventory. 
C’s position 

Since C received in the distribution 
only cash, inventory, and unrealized re- 
ceivables, he realizes a capital loss from 
the transaction. C’s “adjusted basis” of 


$55,500 was reduced by the amount of 
his pro rata share ($1,000) of the tax 
liability assumed by B and by the dis- 
tribution of cash $3,750), and was in- 
creased by his assumption of A’s and 
B's shares of the accounts payable (2/3 
of $48,000 = $32,000). These adjust- 
ments left the basis of C’s partnership 
interest at $82,750. Of this amount, C 
could assign no more than $75,000 (the 
partnership’s basis) to the inventory 
and similarly could assign to the con- 
tractual right to receive payment for 
goods to be delivered and services to 
be rendered no more than the basis of 
this asset to the partnership, that is, 
zero. Since C allocate 


could only 


$75,000 of the $82,750 basis of his 
partnership interest to the assets dis- 
tributed, he sustained a capital loss of 
$7,750 as a result of the liquidation. 


Thirteen year-old son no partner just 
because he was paid one-third of profits. 
Taxpayers contended that their 13 year 
old son was a 1/, partner in their auto- 
mobile business, in the taxable year. 
Their testimony consisted mainly of 
the often repeated conclusion that al- 
most from the son’s birth they consid- 
ered him as a business associate and 
partner and received vital services from 
him as such. No partnership agreements 
were entered into, although the son 
joined in the bill of sale when the part- 
nership was incorporated, became a di- 
rector and 1/, stockholder, received 1/, 
of the profits when the corporation was 
sold. The partnership returns also had 
recognized the son as a partner. On ap- 
peal for the Ist time taxpayers con- 
tended that the son owned 1/, of the 
partnership capital which was a mate- 


New partnership decisions this month 





Thus, while in each of the above ex- 
amples each partner received the same 
amount of real value, tax considerations 
introduced significant variations in the 
practical results. The importance of 
choosing the method of liquidation 
most nearly suited to the varying tax 
situations of the partners in any actual 
case is self-evident. 

In the panel discussion following Mr. 
Aronsohn’s presentation, other members 
of the panel commented upon the plan- 
ning aspects of the new distribution- 
liquidation rules. It was pointed out 
that, for example, in the last variant of 
the illustrative problem, C might have 
escaped the _ to-be-avoided-at-all-costs 
capital loss if the partnership had dis- 
tributed to him some item of property 
other than cash, unrealized receivables, 
and inventory. It was suggested that if 
C had also received a typewriter, he 
could have allocated to it the entire 
$7,750 of unabsorbed basis. If he could 
then have arranged to use the typewriter 
in his own business or profession, he 
could have converted the capital loss 
into an ordinary deduction through 
depreciation charges, or into a Section 
1231 (ordinary) loss on later sale of 
the typewriter. 

We are sure that all who heard this 
discussion found these illustrations help- 
ful in reducing to understanding yet 
another aspect of the new Code and 
will find them even more useful in prac- 
tice. We hope to present other illustra- 
tive problems in this general area in 
future columns. % 








income-producing factor in the 
partnership earnings. The court affirmed 
the District Court in holding no valid 
partnership since his receipt of 1/. of its 
profits did not make him a 1/, partner. 
The court also considered that tax- 
payers second contention could not be 
urged before it since it was raised for 
the Ist time on appeal and because its 
consideration would avail taxpayers 


rial 


nothing anyway. Christopher, CA-5, 
6/8/55. 
Liquidation of partnership occurred 


prior to incorporation; sales price of the 
interest considered in basis of assets for 
depreciation. Two of four partners in 
Oct. °46 sold their partnership interest 
to the remaining partners as of Jan. 1, 
1947 for $90,000. On Dec. 31, 1946, 
the partnership assets were transferred 























to a new corporation and all the corpo- 
rate stock was issued to the remaining 
2 partners. The Commissioner deter- 
mined that the basis for depreciation of 
the assets now owned by the corpora- 
tion was the basis in the hands of the 
predecessor partnership and should not 
include any portion of the sum paid 
by the 2 partners who sold out. Tax- 
payer corporation contended that upon 
the purchase by the remaining partners 
of the interest of the selling partners, 
the partnership was dissolved, and that 
a distribution in kind of partnership 
property to the remaining partners took 
place. On this theory the basis of the 
assets would be the remaining partners’ 
basis for their interests plus the $90,000 
paid them for the rest of the assets. 
This adjusted basis they claimed was 
allocated among the assets in accord- 
ance with the fair market value, and 
when the assets were transferred to the 
corporation, they retained this basis. The 
Commissioner maintained that the part- 
nership did not cease until Jan. 1, 1947, 
and therefore the assets were trans- 
ferred by the partnership directly to the 
corporation. The court held for the tax- 
payer, reasoning that under local law 
the partnership was dissolved in Oct. 
1946 when the stock was sold, and 
therefore the assets were owned per- 
sonally by the remaining partners, to 
whom the corporate stock was issued 
individually. (1954 Code provides rules 
for basis of partnership assets distrib- 
uted. Ed.) Flexer Theaters of Miss., 
Inc., CA-6, 6/8/55. 


Jury finds family partnership bona fide. 
The partnership agreement among tax- 
payer, his wife and children was dated 
Dec. 31, 1942, instead of May 1943, the 
date it was signed. Capital contribu- 
tions apparently originated with the 
taxpayer. Jury found that the parties 
in' good faith and acting with a business 
purpose intended to join together in 
the present conduct of the enterprise. 
Hooffstetter, DC Ohio, 3/14/55. 


No amortization deduction for interest 
in partnership, though value arose from 
limited-life contracts. A partnership 
composed of a father and his sons (tax- 
payers here) was engaged in the busi- 
ness of providing food and housing for 
defense workers under contract with 
the factory or post. After the father’s 
death the partnership agreed upon the 
value of his interest and paid it over 
to the estate. The partnership claimed 


a deduction for the amortization of this 
payment over the life of the contracts 
in effect at the date of death. The court 
finds that the remaining partners did not 
purchase the contracts; they purchased 
an interest in the partnership. That can- 
not be amortized. Nor was the purchase 


, price allowable as a loss in the year the 


contracts were cancelled. Anderson, DC 
Cal., 3/18/55. 


Wife recognized as partner though her 
interest was a gift. The District Court 
had decided that taxpayer’s wife was 
not a valid partner. She had received 
her partnership interest as a gift from 
her husband and that court had con- 
cluded that the wife’s partnership in- 
terest was not created for a business 
purpose and, therefore, was taxable to 
the husband. This court reverses. It is 
not necessary that outside cash be in- 
vested nor is it necessary that a wife 
render services. The determining ques- 
tion is whether or not the husband and 
wife really intend to carry on the 
business as co-partners. This court found 
they did. It pointed out that the wife’s 
substantial real estate holding were put 
at the risk of the business on her en- 


trance into the partnership. Wayne, 
CA-6, 5/31/55. 


Jury finds family partnership valid. 
Under instructions of the court, the jury 
found that a valid family partnership 
was formed by gifts emanating from the 
taxpayer to carry on an elevator busi- 
ness. Bishop v. Kavanagh, Admir., DC 
Mich., 3/15/55. 


Validity of family partnerships upheld. 
Taxpayers’ wives and family members 
had set up limited partnerships with 
outside individuals in various parts of 
the country. As the taxpayers contrib- 
uted no services or funds directly to 
the partnerships, the court refused to 
attribute the income from the partner- 
ships to the taxpayers even though they 
contributed some of the capital indi- 
rectly by way of gifts to the wives and 
family members. The fact that a 
daughter of one of the taxpayers gave 
her father a power of attorney to act 
for her in the business did not defeat 
the validity of her partnership interest. 
Joseph Morgenstern, TCM 1955-86. 


Sale of partnership interests v. sale of 
partnership assets. A partnership en- 
gaged in the business of manufacturing 
soluble tea and coffee sold its business 
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to an unrelated corporation. The issue 
was whether there was a sale of part- 
nership interests taxable as capital 
gain, or whether there was a sale of the 
assets of the business taxable as ordi- 
nary income. (The Commissioner con- 
ceded gain on sale of machinery and 
equipment was capital gain). The court 
held the facts established sale of part- 
nership interests giving rise to capital 
gain. The parties intended to transfer 
the entire enterprise not merely the 
physical assets as evidenced by the fact 
that the buyer took possession of the 
plant without interruption of activities. 
Dahlen, 24 TC No. 20. 


Continued “salary” payments to a part- 
ner’s widow not an expense. Taxpayer 
and her husband were members of a 
partnership in which she performed no 
services. Her husband had been receiv- 
ing a fixed “salary” before distribution 
of profits. Upon his death, the partners 
voted to continue the “salary” payments 
to taxpayer. The payments were held 
not an expense of the partnership but a 
gift. That portion representing the 
widow’s interest in the partnership was 
not a gift, but a distribution of income 
to her. Black v. Davis, DC Ala., 
2/28/55. 


Allegation of partnership status fatal to 
suit by “unrecognized” partners for re- 
fund. Upon examination of the returns 
of the active partners, additional tax 
was assessed on the theory that two 
other partners (plaintiffs here) were not 
partners for tax purposes. However, in 
the suit for refund of the tax they paid 
on the partnership income, the agreed 
statement of facts refers to them as 
partners. The Court holds that on the 
record thus created it must dismiss the 
complaint. Nelson v. U.S. DC Mo., 
2/9/55. 
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Danger seen in depreciation 


practices under 1954 Code 


BUstkEssMEN WHO TAKE ADVANTAGE 
of the more liberal provisions of 
the 1954 Code by increasing deprecia- 
tion charges for tax purposes, while con- 
tinuing lower depreciation charges for 
financial purposes, are jeopardizing the 
hard-won victory of 1954, according to 
Paul T. Norton, Jr. “We have struggled 
for years” says Mr. Norton, “to eliminate 
the deterrents to otherwise sound in- 
vestments that were inherent in the re- 
strictive tax practice of 1934 to 1953. 
Through its 200% declining-balance 
and sum-of-year-digits methods, the 
1954 Code has at last permitted man- 
agement to base its investment decisions 
on economic considerations instead of 
on the unrealistic restrictions of tax 
practice under Treasury Decision 4422. 
Mr. Norton, author with Eugene L. 
Grant of the well-known book Deprecia- 
tion (Ronald, New York, $7.50), a re- 
vised printing of which has recently 
been released, was in New York last 
week to address an American Manage- 
ment Association seminar on capital 
equipment replacement. Having retired 
after many years as an executive and 
major stockholder of a machinery 
manufacturing company, Mr. Norton 
has recently been lecturing on depre- 
ciation and related problems at Stan- 
ford University and the University of 
Florida. He is considered to be one of 
the keenest students of depreciation in 
this country and his experience with the 
various aspects of this important prob- 
lem has been very wide. 

“We hear much” he says, “about the 
‘incentives’ for increased capital invest- 
ment provided by high depreciation 
allowances for tax purposes. This seems 
to me to be putting the cart before the 
horse. High depreciation charges for 
tax purposes will not increase capital 
investment by changing bad projects 
into good ones, but the low deprecia- 
tion charges of the 1934 to 1953 tax 


practice often precluded investments 
by changing otherwise good projects 
into bad ones. 

“On the other hand, as pointed out 
in the report of the Senate Finance 
Committee on the bill which became 
the 1954 Code, the liberalization of 
1954 ‘concentrates deductions in the 
early years of service and results in a 
timing of allowances more in accord 
with the actual pattern of loss of eco- 
nomic usefulness.’ While this should 
certainly result in increased investment 
in capital equipment, such increase 
would be more because of the elimina- 
tion of an irrational deterrent than 
through the addition of an incentive. 
This distinction is the more important 
because of the fact that businessmen 
instinctively distrust most tax incen- 
tives. 

“Most businessmen will doubtless 
continue to take at least as much de- 
preciation for financial purposes as they 
take for tax purposes. However, if one 
can believe the reported results of sev- 
eral surveys, a significant number intend 
to take for tax purposes the full amount 
permitted by the 1954 Code, but to take 


for financial purposes, including profits 
reported to taxpayers, a considerably 
smaller amount. If this practice is ana- 
lyzed, it becomes evident that these 
businessmen must believe that the larger 
profits reported to their stockholders 
are the real profits and that they are 
paying income taxes on ‘profits’ that 
are lower than the real profits. That 
many of these businessmen acknowl- 
edge this to be the true situation is 
proved by the fact that they propose 
to set up a ‘reserve for deferred taxes’ 
to cover the amount by which the taxes 
actually paid are less than those that 
would correspond to the profits reported 
to the stockholders. (That this matter 
is of great concern to the CPA's is 
proved by the statements in their Ac- 
counting Research Bulletin No. 44.) 
“The really serious aspect of this 
method of reducing current taxes while 
reporting the higher profits to stock- 
holders is the opportunity it affords 
opponents of the 1954 liberalization to 
claim that businessmen have proved 
by their own actions that they never 
were sincere in their efforts to secure 
higher depreciation allowances on tax 
returns; that all they really wanted was 
to reduce their taxes. There is no way 
that businessmen can prevent the 1954 
liberalization from becoming a political 
issue during the 1956 election cam- 
paign, but it will certainly be very un- 
fortunate if any considerable number of 
businessmen behave in such a manner 
as to cause the general public to suspect 
that they are primarily interested in us- 
ing the 1954 liberalization merely to 
reduce their own taxes at the expense 
of the general run of individual tax- 
payers.” ¥ 


How to handle depreciation which differs 


from that taken for tax purposes 


S POINTED ouT by Paul Norton in 

the foregoing article, many com- 
panies are charging against income less 
depreciation than they are taking for 
tax purposes. John B. O’Hara (of Price 
Waterhouse & Co., Philadelphia), has 
recently studied this question, and offers 
these suggestions in the Pennsylvania 
CPA. He says this: 

Roughly two-thirds of the cost of an 
asset is recovered in the first half of its 
life under the sum-of-the-years-digits 
method. Note also that the 1954 Code 
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also permits use of any other method 
which does not recover cost at a rate 
higher than this. 

Many companies have continued for 
financial accounting purposes the de- 
preciation method previously used, 
while prudently taking declining-bal- 
ance or digit depreciation for income- 
tax purposes, for obvious tax-savings 
reasons. 

The question now arises whether 
recognition should be given in the ac- 
counts to the income tax effects. In the 
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case of the amortization of the certified 
portion of Korean Emergency facilities 
over 60 months for tax purposes it was 
in order to record the future tax in the 
current accounts because the immediate 
tax saving was repayable commencing 
five years later and the replacement of 
such emergency facilities would not, in 
all probability, be under necessity cer- 
tificates. 

The present case is very different. A 
company must normally, each year, re- 
place its capital assets at least to the 
extent of its annual depreciation charge 
if it is not to liquidate its capital invest- 
ment. In fact, most companies must do 
more than just replace if they are to 
keep pace with technological improve- 
ments in their industry. Consequently, 
in the average concern, there will al- 
ways be new additions subject to de- 
preciation entering the property ac- 
counts. When in future years the annual 
depreciation on 1954 additions under 
the declining balance or digits method 
becomes less for tax purposes than for 
book purposes, depreciation on current 
additions at that time would be at a 
rate greater for taxes than for books. 
Consequently, so long as a company is 
adequately replacing its capital assets 
the repayment of the tax savings 
afforded in the initial years of use by the 
new depreciation methods would be 
deferred indefinitely. There is no “fu- 
ture” tax. 

This divergence of treatment of de- 
preciation as between the financial ac- 
counts and the income tax return might 
in some year result in a substantial dif- 
ference between the expected income 
tax liability for that year and what the 
tax provision would be if computed on 
book income. If such a difference were 
material, some comment in the financial 
statements would be warranted. 

In Chapter 10, Section B of Account- 
ing Research Bulletin 43 (old Bulle- 
tin 23) the AIA approved the allocation 
to the current year of the income tax 
expense attributable to the income re- 
ported for financial purposes rather than 
the income tax actually payable. How- 
ever, in paragraph 1, “differences be- 
tween the tax return and income state- 
ment (which) will recur regularly over 
a comparatively long period of time,” 
are specifically excluded from the con- 
of Chapter 10(B). This 
seems to further justify the non-recog- 
nition in financial statements of a going 
tax decreases achieved 
through current fast depreciation. 


siderations 


concern of 
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EFFECT OF TAX DEFERMENT 
Federal and state income 
Depreciation charge for year tax saving at say 54% 
Straight Sum of Current 

Year line years digits Difference year Cumulative 
1954 $ 5,000 $ 9,091 $ 4,091 $ 2,209 $ 2,209 
1955 15,000 26,364 11,364 6,137 8,346 
1956 25,000 41,819 16,819 9,082 17,428 
1957 35,000 55,456 20,456 11,046 28,474 
1958 45,000 67,275 22,275 12,029 40,503 
1959 55,000 77,274 22,274 12,028 52,531 
1960 65,000 85,456 20,456 11,046 63,577 
1961 75,000 91,819 16,819 9,082 72,659 
1962 85,000 96,364 11,364 6,137 78,796 
1963 95,000 99,091 4,091 2,209 81,005 
1964 100,000 100,000 _ _ 81,005 
1965 to infinity 100,000 100,000 _ - 81,005 








An illustration of the indefinite defer- 
ment of the tax saving is shown in the 
accompanying table in which it is as- 
sumed that a company acquires $100,- 
000 of new assets each year henceforth 
and the estimated life of the assets is 
ten years. 

Should the present law be repealed, 
there would be additional tax to pay at 
some future date. The added tax would 
be a valid charge against income in the 
year incurred. vr 





New decisions 


Can’t convert salary income to capital 
gain by taking and selling a note. A 
note issued for accrued salary and re- 
sold after six months does not give rise 
to capital gain. An assignment of a right 
to income cannot alter the character of 
the amount received. Towers, 24 TC 
No. 27. 


Repayment of a claim not a “sale or 
exchange.” Taxpayers temporarily as- 
signed certain claims for commissions 
to their corporation to be used as col- 
lateral for a bank loan. When the claims 
were paid to the corporation, it distrib- 
uted the funds to the assigning stock- 
holders. The distribution was held to be 
in repayment of an obligation and not 
a dividend. However, as the taxpayers 
had never acquired a basis for the 
claims, the repayment was taxable in 
full as ordinary income. Capital gain 
treatment was denied in the absence of 
any “sale or exchange” of the claims. 
Towers, 24 TC No. 27. 


Gain on sale of physician’s real prop- 
erty is capital. Taxpayer, a physician, 
and his wife, purchased real property 
in 1925 as a home and as an investment. 
Neither of them had ever been engaged 
in the real estate business. 20 years 
later they sold the property in an at- 
tempt to liquidate the investment on 
the best possible terms. The court found 
that the property involved was a capital 
asset in taxpayer's hands and gain on 
its sale was taxable as long term capital 
gain. Brownlee, DC Tax, 5/30/55. 


Payment for cancellation of agreement 
to form partnership is ordinary income. 
Taxpayer had contracted with the 
owner of a business to purchase a half 
interest and to work for a specified sal- 
ary for the new partnership, or a pro- 
posed successor corporation. After some 
six months’ negotiation over proposed 
articles of partnership, taxpayer agreed 
to cancel the original agreement, and 
covenanted not to compete in the area, 
all for a consideration of $15,000. He 
argued the $15,000 represented pro- 
ceeds of sale of an interest in a joint 
venture together with a nonseverable 
promise not to compete so that the en- 
tire proceeds were capital. The court 
found that taxpayer had no property 
interest in the business; he had nothing 
to sell; the funds represent ordinary in- 
come. Tate, DC Minn, 5/25/55. 


No sale of patent; just a license. In 1940 
taxpayer granted another chemical firm 
rights to make and sell patented chemi- 
cal products. Taxpayer reserved certain 
rights including the right to use the 
patent in fields outside those granted. 
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It argued that despite such reservations 
the agreement was a sale of the patents 
and therefore the amounts which it re- 
ceived under the 1940 agreement were 
not mere royalties taxable as ordinary 
income. The court held for the Govern- 
ment that the taxpayer did not convey 
nor did it intend to convey the entire 
monopoly and property rights in its 
patents and patent applications. The 
purchaser acquired only what limited 
and _ lesser 


rights were specifically 
granted under the agreement. American 
Chemical Paint Co., DC ED Pa, 
4/22/55. 


Tack-on of holding period required for 
elective treatment of cut timber. The 
cutting of standing timber held for more 
than 6 months may be treated as a sale 
at taxpayer’s option. To determine this 
6-months holding period, a corporation 
acquiring timber from its shareholders 
in a nontaxable exchange is required to 
tack on the transferor’s holding period. 
Rev. Rul., 55-352. 


Capital gain on sale of patent, although 
contract spoke of license. Taxpayer 
granted to a corporation the exclusive 
right, license, and privilege to manufac- 
ture, distribute, sell, develop, and use 
grocery store telescope carts during the 
period of the patents. Taxpayer had 
held the invention over six months. The 
agreement was entitled License Agree- 
ment and the parties were called licen- 
sor and licensee. It also provided for the 
termination of the exclusiveness of the 
contract if less than 2500 carts were 
made and sold within one year, and 
that the licensee’s right could not be 
assigned without licensors content. Roy- 
alties were also provided for and the 
licensor and licensee were to act jointly 
in resisting infringement. In reversing 
‘the trial court, the court nevertheless 
held that the exclusive right to make 
use of and sell the invention vested in 
the purchaser under the contract, and 
therefore any “royalties” received by 
taxpayer constituted long-term capital 
gain. Watson, CA-10, 5/12/55. 


Sale of oil payment is more than mere 
assignment of income. Taxpayers owned 
an “oil payment” right, i.e., a right to 
receive one eighth of the oil until $152,- 
300 was received by them. They sold 
this right for about $130,000 in 1951. It 
was estimated that the right would be 
paid out by 1955. A sale of the oil pay- 
ment is held to be a sale of property 
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right subject to capital gain treatment. 
Hawn (23 TC No. 64) and Caldwell 
(218 F 2d 567) (See 2 JTAX 241) fol- 
lowed. Cowden, TCM 1955-128. 


Distributorship agreement a_ capital 
asset. Sale of all of a taxpayer’s rights 
and interests in a distributorship agree- 
ment with a foreign manufacturer con- 
stitutes the sale of a capital asset. Such 
sale can also qualify as a casual sale of 
personality on the installment basis. 
Rev. Rul. 55-374. 


Ordinary loss on sale of unimproved 
lots denied. Taxpayer purchased and 
transferred unimproved lots to a cor- 
poration he had just formed for use as 
a bakery site. The corporate plans for a 
bakery were abandoned and taxpayer 
received back the lots which he later 
sold at a loss. The lots were held to be 
capital assets and the loss on sale a 
capital loss. They were not held by tax- 
payer for use in a trade or business nor 
for sale to customers in the regular 
course of a business. Bums, TCM 1955- 
147. 
Loss on indemnity agreement with 
partner is ordinary. To induce his part- 
ner to consent to incorporation of the 
business, taxpayer personally guaran- 
teed him against loss of his investment. 
The corporate business was unsucess- 
ful and taxpayer was compelled to pay 
$17,500 on the indemnity agreement. 
The amount paid was held deductible 
as an ordinary loss as part of a transac- 
tion entered into for profit. The Com- 
missioner had argued that the transac- 
tion was in effect a purchase of stock 
at par. Capps, TCM 1955-136. 


DEPRECIATION & AMORTIZATION 


Amortization of ten year covenant-not- 
to-compete allowed. Taxpayer, a manu- 
facturer and seller of athletic goods, 
purchased an athletic shoe manufac- 
turing business. A portion of the pur- 
chase price was allocated on taxpayer’s 
books to current and fixed assets and the 
remainder was entered as “covenant not 
to compete, $132,000” and “good will, 
$410,000.” The agreement provided 
that for ten years the sellers would not 
compete with taxpayer. Taxpayer de- 
ducted in each taxable year an allow- 
ance for depreciation of 10% of the 
amount allocated to the covenant not 
to compete. The Tax Court found that 


the value of the covenant could not be 
segregated from the gross purchase 
price and that any excess over the value 
of the fixed assets should be treated as 
the value of good will. Taxpayer’s presi- 
dent had testified, however, that such 
a price would not have been paid with- 
out the covenant and that the taxpayer 
was not interested in purchasing seller’s 
good will. Taxpayer had already had 
more customers than it could supply. 
Tax Court reversed. The record justi- 
fied only a finding that the value of the 
covenant was in the amount claimed, 
even though there was no express segre- 
gation in the contract of the proceeds 
between the covenant‘and other assets. 
Wilson Athletic Goods, CA-7, 5/17/55. 


Tax Court upheld on valuation of cor- 
porate assets transferred to partnership. 
CA-3 had previously decided that tax- 
payer-partnership was entitled to a de- 
duction for amortization of certain con- 
tracts and sent the case back to the 
Tax Court for a determination of their 
basis. This the Tax Court did and both 
the taxpayer and the government ap- 
pealed. However, this court finds the 
valuation of the Tax Court not “clearly 
erroneous” and sustains it. The contracts 
in question were government contracts 
partly performed by a corporation. The 
corporation liquidated and the 95% 
stockholder bought the interest of the 
remaining stockholder and then con- 
tributed the contracts to a partnership 
for a 5% interest in it. The partner- 
ship’s basis is the partner's basis, i.e., 
value at distribution. Thus at the cost 
of capital gain tax on liquidation, the 
partnership obtains a ordinary deduc- 
tion for amortization. Thompson, CA-3, 
5/27/55. 


Rental building on leased land should 
have been fully depreciated by end of 
lease; no gain on reversion to landlord. 
Taxpayer claimed a loss equal to her 
remaining basis for a rental property 
built on leased land at the time the 
lease expired and the landowner re- 
ceived the building. She calculated the 
basis by deducting from the market 
value of the house (when converted to 
rental property) depreciation, computed 
on a remaining life of 33 years from 
the date of conversion. At the time, the 
lease had 17 years to run. The Court 
holds that the depreciation allowable 
should be computed on the 17-year life, 
since there was no renewal option. [No 
explanation given of why the taxpayer 
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never claimed depreciation deduction 
for the years the property was rented. 
Ed.] The Commissioner had asserted 
that $1,000 paid by the land owner for 
her right to remove the building was 
taxable income. The court held that 
the basis of the property was $1,000 
that being the estimated salvage value 
it used in computing allowable depreci- 
ation. Dorothy Caruso, 23 TC No. 106. 
Acq. IRB 1955-22. 


Depletion denied to strip-miner without 
“economic interest.” Taxpayer under- 
took to strip-mine quantities of coal 
from land owned by a steel company 
and to clean, grade, and ship the coal 
to the steel mills. It was to receive a 
fixed amount for each ton and was re- 
quired to furnish its own equipment. 
Taxpayer was held not to have any 
right or capital investment in the coal 
in place; the depletion deduction was 
denied. Weirton Ice & Coal, 24 TC No. 
4(). 


Receipts for right to remove sand and 
gravel ordinary income subject to de- 
pletion. An agreement though cast in 
the form of a sale, was held to be a 
grant by the taxpayer of merely the ex- 
clusive right to remove sand and gravel. 
The taxpayer's receipts were therefore 
ordinary income. It was conceded that 
as ordinary income the receipts were 
subject to a depletion allowance. Baker, 
TCM 1955-145. 


Percentage depletion in hydraulic salt 
mining explained. Percentage depletion 
is based on gross income from property. 
To determine gross income in the min- 
ing of underground salt deposits, the 
market value of crude rock salt at the 
mouth of the mine must be ascertained. 
The IRS discusses the method of mak- 
ing this determination when the salt is 


mined hydraulically. Rev. Rul. 55-350. 


ACCOUNTING METHODS 


Commissioner can’t reallocate losses 
among affiliates. Taxpayer filed a con- 
solidated return for 1950 for itself and 
2 affiliates. Each corporation had sepa- 
rate books, officers, a different charac- 
ter of business operations. None of the 
expense incurred by a company was to 
any extent incurred in behalf of the 
activities of the others. Taxpayer sought 
to carry back the consolidated loss as 
net operating loss in its own returns for 
1948 and 1949. Actually taxpayer had 


a greater operating loss in 1950 than the 
consolidated net loss, but claimed only 
the consolidated net loss. The Commis- 
sioner on the other hand allowed tax- 
payer a loss based on the percentage 
which its income bore to the total con- 
solidated income as applied to the total 
consolidated expenses. The dealings be- 
tween taxpayer and its subsidiaries were 
at arm’s length. The court held that the 
Commissioner’s action in refusing to rec- 
ognize the consolidated loss claimed by 
the taxpayer was unwarranted and his 
method of reallocation of income and 
expense unauthorized. Motor & Indus- 
trial Finance Corp., DC, WD Tex (Aus- 
tin Div.) 6/3/55. 


January 1950 price indexes for inven- 
tories. January price indexes published 
by Bureau of Labor Statistics for use by 
department stores employing Liro and 
retail inventory methods accepted by 
IRS are released. Rev. Rul. 55-309. 


Commissioner can’t further distort im- 
proper accounting system. Taxpayer 
was building a mausoleum and selling 
burial crypts in it. He built the first sec- 
tion and reported no income until he 
had recovered all its costs. In 1947 he 
began construction of the second sec- 
tion and reported no taxable income 
for that year on the theory that the 
proceeds of sales (of crypts in the first 
section) were less than the costs of 
construction. The Commissioner ob- 
jected but only on the ground that once 
the costs of a particular section were 
recovered sales of crypts in that section 
were income. A Tax Court decision up- 
holding the Commissioner is reversed. 
A district court decision upholding the 
taxpayer is affirmed. If the Commis- 
sioner thinks the taxpayer’s method does 
not properly reflect income he can re- 
quire a change but he cannot require 
taxpayer to account for parts of its 
business as though they were separate. 
Harden, CA-10, 5/17/55. 


Installment notes held sold (not merely 
pledged) despite guaranty. Taxpayer, 
a dealer in construction equipment, re- 
ported the profit on sales of equipment 
on the installment basis though he had 
refinanced the sales. He argued that 
he had merely pledged the installment 
obligations as security for a loan. Ac- 
tually the documents referred to the 
transaction as a sale of the notes, tax- 
payer executed no notes itself, paid no 
interest. Its promise to make good any 
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default on the installment notes is not 
incompatible with a sale. The Court 
finds that the taxpayer sold the notes 
and must report the deferred install- 
ment profit in the year of sale of the 
notes. The Tax Court made no error in 
disallowing a loss on notes purchased 
at face value from a corporation owned 
by the same interests as taxpayer. At 
the time of purchase the notes were 
worth about one-fifth of their face value. 
The Tax Court had characterized it as 
a device to shift the loss to the tax- 
payer. East Coast Equipment Co., CA- 
3, 5/24/55. 


Tax Court rejects CA-10’s holding in 
Beacon Publishing which permitted de- 
ferral of prepaid income. A gas-furnace 
dealer on the accrual basis received as 
part of the sales price a 5-year servicing 
fee. Deductibility of a reserve for the 
estimated service costs was denied. The 
net effect of the taxpayer’s method of 
deducting the reserve in the year of sale 
was to cancel out the fees received and 
since it took the reserve into income 
ratably over the 5-year period it thereby 
reports the service income over the pe- 
riod. The court refused to follow Beacon 
Publishing Co. and held such deferral 
improper under the “claim of right” 
doctrine. (Amounts received without 
restrictions as advance payments tax- 
able in their entirety in year received.) 
Beacon (2 JTAX 189) was permitted 
to report prepaid subscriptions as in- 
come over the period to which they 
applied. Schuessler, 24 TC No. 28. 


Involuntary conversion proceeds can’t 
be used for partnership investment. 
Gain on property involuntarily con- 
verted is not taxed if the property is 
replaced within a prescribed time. The 
investment of the funds received on 
conversion in a partnership owning and 
operating similar property is not con- 
sidered a proper replacement of the 
converted property. Rev. Rul. 55-351. 


Final order to refund mail pay author- 
izes deduction. A refund by an air car- 
rier of mail pay to the Post Office De- 
partment is deductible by an accrual 
basis taxpayer in the year the Civil Aero- 
nautics Board issues its final order. Rev. 
Rul. 55-369. 


Pre-1951 law; nontaxability of condem- 
nation award dependent on _ tracing 
proceeds to new property. Prior to 1951, 
upon condemnation of property tax- 
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payer was required to trace the award 
proceeds to the payments for the re- 
placement property in order to avoid 
recognition of gain on the conversion. 
Anticipatory expenditures in advance of 
actual condemnation and award were 
therefore not entitled to nonrecognition 
of gain. However, where payments for 
the replacement of property were made 
from a special bank loan to be repaid 
promptly from the award proceeds when 
received, the repayment of the loan was 
held to be a sufficient tracing of the 
award money into the replacement 
property. Cameron Machine Co. 24 TC 
No. 43. 


Estate tax value of a limited interest in 
a continuing partnership amortizable. 
Decedent was a member of a partner- 
ship operating a movie theatre and own- 
ing exhaustible tangible personal prop- 
erty. The partnership agreement gave 
the survivor the right to continue the 
business to the end of a stated term and 
provided that he pay the estate of the 
decedent 1/5 of all profits earned dur- 
ing that period. The value of the right 
of the decedent’s estate to share in the 
profits was determined at $45,000 for 
estate tax purposes. Since this right was 
limited to a stated period it was held 
to be an exhaustible asset which could 
be amortized and deducted by the estate 
from its share of the income. Howell, 24 
TC No. 37. 


QUESTIONS OF DEDUCTIBILITY 


Interest paid on debentures deductible. 
The court finds taxpayer’s stock consti- 
tuted a definite and absolute obligation 
of the company to pay a certain sum 
and accrued cumulative interest at a 
definite date. The holders had no voting 
.privileges or control in the corporation 
except upon default in the obligations 
as a means of enforcing them. The court 
concluded that the amount paid by tax- 
payer on such stock in the taxable year 
1949 was deductible interest upon debt 
obligations and not non-deductible divi- 
dends upon its stock as contended by 
the Government. Motor & Industrial 
Finance Corp. DC, Tex. 6/3/55. 


Wife sought taxpayer's income property 
in separation; legal fees deductible. 
After extensive negotiations between 
attorneys for the taxpayer and for his 
wife, it was agreed that taxpayer would 
establish two trusts for wife. His prin- 
ciple income-producing property was 
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stock in a corporation in which he was 
director. His status there depended to 
an extent on his stockholdings. His 
counsel succeeded in reducing the wife’s 
demands as to the amount of the stock 
to be placed in trust. A small part of 
the negotiations concerned custody of 
the couple’s minor child pending di- 
vorce proceedings. Taxpayer paid legal 
fees to his attorney and sought to de- 
duct them as having been paid for the 
conservation or maintenance of prop- 
erty held for the production of income. 
Commissioner moved to dismiss claim 
for refund. The court held taxpayer 
should be given an opportunity to show 
to what extent he incurred legal ex- 
penses to conserve and maintain prop- 
erty held for the production of income. 
To the extent they were incurred for 
this purpose, they are deductible. Mc- 
Murtry, Ct. Cl., 6/7/55. 


Funds not received under claim of right 
are embezzled and non-taxable; loss to 
corporation deemed as unproved. Cor- 
porate taxpayer failed to record or re- 
port certain sales proceeds. Taxpayer 
contended that a certain amount of the 
unreported sales proceeds represented 
a misappropriation of funds by its presi- 
dent and therefore it was entitled to a 
loss deduction in that amount. How- 
ever, Tax Court was correct in disallow- 
ing claimed loss since taxpayer failed 
to show amount of misappropriation or 
years in which it occurred. It also failed 
to prove that it will not recover such 
funds. The misappropriated funds were 
not taxable to taxpayer’s president, 
since he had withdrawn the funds from 
the corporate bank accounts without 
his company’s consent. The Tax Court 
was reversed on this, since the misap- 
propriation constituted a simple case 
of embezzlement. J. J. Dix, Inc., CA-2, 
6/2/55. 


Jury finds flood loss sustained when 
claim settled. Taxpayer sustained flood 
damage in 1938. His claim against the 
Flood Control District was finally set- 
tled in 1948. The jury found that tax- 
payer exercised ordinary business care 
and prudence in delaying deduction of 
the loss until settlement of his claim in 
1948. It also found that the loss was 
attributable to the operation of a busi- 
ness regularly carried on by the tax- 
payer entitling him to a loss carry-back 
from 1948 to 1946. The Government’s 
argvments were that the possibility of 
recovery from the Flood Control Dis- 


trict was too contingent and uncertain 
in 1938 for taxpayer to defer the loss 
and that the loss was to taxpayer's per- 
sonal residence and not attributable to 
the operation of his trade or business. 
Callan, DC, SD Cal, 2/10/55. 


“5 consecutive years” limitation on busi- 
ness losses includes a short taxable year. 
There’s a $50,000 limitation on deduc- 
tions for individuals carrying on a busi- 
ness at a loss for 5 consecutive years. 
A short taxable year within such 5 year 
period is not to be annualized but is to 
be taken into account as a full year. 
Rev. Rul. 55-375. 


Corporation can deduct payment of of- 
ficer’s salary directly to his creditor. 
[Acquiescence.] Taxpayer was ordered 
by a state court to pay $61,000 directly 
to the niece who had sued its president 
and stockholder to recover stock. The 
taxpayer was ordered to make this pay- 
ment because its salary to the president 
had been low. Since the president as 
stockholder had kept $61,000 in divi- 
dends now determined to belong to the 
niece, the payment was ordered made 
directly to her. The taxpayer may de- 
duct the payment as expense. Bear 
Film, 18 TC 384, Acquiescence, IRB 
1955-21. 


Insurance agent may deduct claims he 
paid for insolvent company. [Acqui- 
escence.] Taxpayer was agent for an 
insurance company which went into 
receivership. He transferred all policies 
of his clients to another firm and paid 
the reinsurance fee himself. He also 
paid claims of his clients against the 
bankrupt company. The Tax Court per- 
mitted him to deduct these as ordinary 
and necessary expense. Miller, 37 BTA 
830; Non-acq., CB 1938-2, 51; Acq., 
IRB 1955-22. 


Waterfront extortion payments disal- 
lowed. Extortion payments made by a 
stevedoring company to union leaders 
who threatened the company with labor 
trouble at the waterfront is not a per- 
missable deduction. Extortion is not an 
ordinary and necessary expense. “Gra- 
tuities” in the form of cash and checks 
allegedly paid to crew members for la- 
bor done prior to docking in prepara- 
tion for taxpayer’s work of unloading 
cargoes is also disallowed for failure of 
proof that cash disbursed was for this 
purpose. Terminal Equipment Corp., 
TCM 1955-132. 
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Settlement of OPA treble damage suit 
ordinary and necessary expense where 
violation unintentional. In 1944 the 
OPA brought a treble damage action 
against taxpayer alleging overcharges 
under OPA regulations. The action was 
settled for the amount of the alleged 
overcharge without taxpayer’s conced- 
ing the validity of the OPA’s claim. Tax- 
payer deducted this amount as an ordi- 
nary and necessary business expense. 
The Government contended that to al- 
low such deduction would frustrate the 
fundamental policy of the law. The 
Government held, however, that since 
taxpayer’s violation was unintentional, 
and it had exercised proper precaution 
to comply with the Act; allowance of 
the deduction would not frustrate public 
policy. The payment was an expense 
directly connected with and arising out 
of the doing of business under wartime 
price controls. Innocent violations were 
common occurrences. American Brew- 
ery, Inc., CA-4, 5/23/55. 


Direct costs of reforestation must be 
capitalized, indirect costs may be ex- 
pensed. Direct costs of reforestation 
such as preparation of site, seedlings, 
labor and tool expense including depre- 
ciation, are capital expenditures re- 
coverable, when the timber is cut, 
through depletion. Indirect costs, such 
as interest on loan for a governmental 
deposit guaranteeing reforestation, may 
be capitalized or expensed at taxpay- 
er’s option. Rev. Rul. 55-252. 


Payments for predecessor's debts not 
deductible; goodwill was purchased. 
Payments by a new corporation of debts 
owed to creditors of an insolvent pred- 
ecessor in order to obtain franchises to 
sell the creditors’ products are consid- 
ered capital expenditures. Rev. Rul. 55- 
332. 


Don’t entertain for business purposes in 
dry states! Cost of liquor (regardless of 
where purchased) used in Oklahoma, a 
dry state, for business entertainment 
cannot be deducted as a business ex- 
pense. To allow it would be contrary to 
public policy. Rev. Rul. 55-307. 


Sales of inventory assets by corporation 
to its controlling stockholders were bona 
fide; but loss carryover not allowable. 
Taxpayers bought lawn mowers from 
their controlled corporation to sell di- 
rectly to concerns not considered good 
credit risks by the financial backers of 


their corporation. They paid for the 
mowers but the intervening bankruptcy 
of the corporation prevented their de- 
livery. As the transactions were entered 
into for profit, the cost of the unreceived 
mowers was allowed as a business loss 
even though it was admitted that one 
purpose of the sale was to make avail- 
able to their corporation current work- 
ing capital. However, the loss was not 
available to taxpayers as a net operating 
loss carryback because it was not at- 
tributable to the operation of a trade 
or business regularly carried on. Towers, 


24 TC No. 27. 
WHAT IS INCOME? 


Cattleman’s gift of cattle not realization 
of income. [Acquiescence.] Tax Court 
holds that a cattleman did not realize 
income by making a gift of cattle to his 
niece. Farrier, 15 TC 277, Acq., IRB 
1955-17. 


U.S. “group term” life insurance pre- 
miums not income to employees. Fed- 
eral civilian employees need not include 
in income that portion of the premiums 
on Federal Employees Group Life In- 
surance which is paid for by the govern- 
ment. Premiums paid by employers for 
insurance of this type is not income to 
employees. Rev. Rul. 55-357. 


Split-off of realty from auto business tax 
free. Motor Sales had a franchise from 
Studebaker. To satisfy the requirement 
that Motor Sales acquire a better loca- 
tion, its president negotiated for and 
purchased a lot, title to which was taken 
in her individual name. The court held 
she purchased as constructive trustee 
for the corporation which was in effect 
the true owner, having carried the lot 
as an asset in its statements and tax re- 
turns. Consequently a subsequent trans- 
fer of the realty to taxpayer for '/; of 
her stock was a tax-free reorganization. 


Farr, 24 TC No. 38. 


Punitive damages in anti-trust suit tax- 
able. In treble damage suit under anti- 
trust laws taxpayer’s predecessor sued 
for actual and punicive damages. Com- 
missioner contended that entire amount 
of recovery less costs and attorneys fees 
was taxable income. Tax Court held 
punitive damage element non-taxable. 
Motion for summary judgment of re- 
versal granted. Punitive damages are 
taxable income. (The recent Supreme 
Court decision in Glenshaw Glass Co. 


Tax aspects of accounting * lll 


has established the taxability of punitive 
damages. Ed.) Telefilm, Inc. CA-9, 
5/2/55. 


Transfer of pensions to new fund is not 
taxable. City employees were asked to 
transfer their accumulated contributions 
under an old retirement system, with 
interest, to a new supplemental retire- 
ment system. The old system was ter- 
minated to permit the employees to 
qualify for social security coverage. The 
transfer does not result in a realization 
by the employees of the interest income 
earned under the old system as the 
transfer did not make such _ interest 
available to the employees. Rev. Rul. 
55-317. 


Anti-trust settlement for punitive dam- 
age is ordinary income. Taxpayers as 
movie theatre operators sued several 
distributors and exhibitors of films for 
violation of the anti-trust laws. They 
contended that the sum of money re- 
ceived in compromise settlement of their 
claims was not taxable because it rep- 
resented damages for tortious injury to 
reputation (a return of capital), or in 
the alternative since they sued for triple 
damages, punitive damages to the ex- 
tent of 2/, of the recovery. The court 
followed Glenshaw Glass and William 
Goldman Theatres (348 U.S. 426) and 
considered the full amount received, 
whether compensatory or punitive dam- 
ages, as taxable income. No part was 
shown to be a return of capital. Cullins, 


24 TC No. 34. 


Bonds sold at a profit, amortization per- 
mitted on similar bonds purchased. Tax- 
payer may amortize premium paid on 
purchase of fully taxable bonds even 
though immediately prior to the pur- 
chase he had sold similar bonds at a 
profit. The basis of the new bonds will, 
of course, be reduced by the amount of 
the amortization. Rev. Rul., 55-353. 


Averaging of costs of securities after 
tax-free exchange permitted where iden- 
tification lacking. Taxpayer, in a non- 
taxable exchange pursuant to order of 
SEC, exchanged preferred stock of a 
parent purchased at different times and 
at different prices for common stock of 
3 subsidiaries. Being unable to identify 
the common attributable to the particu- 
lar blocks of preferred stock transferred, 
taxpayer is permitted to use an average 
cost basis for each share of the new 
stock. Rev. Rul. 55-355. 
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Endowment cost does not include pre- 
miums for other insurance. In determin- 
ing the taxable proceeds of endowment 
contracts paid other than by reason of 
death, the cost includes only the portion 
of the premiums paid attributable solely 
to the endowment features of the policy. 
Rev. Rul. 55-349. 


BAD DEBTS 


Worthlessness of notes received in re- 
demption of stock a non-business bad 
debt. In 1933 taxpayer sold his stock 
in a closely-held corporation to the cor- 
poration, taking notes in payment which 
were endorsed by a remaining stock- 
holder. When the corporation defaulted 
on the notes in 1944 taxpayer sued the 
endorser. Taxpayer then deducted the 
full amount as a business loss. The court 
affirmed the District Court in its find- 
ing that the loss was a non-business bad 
debt, deductible only as a short-term 
capital loss. Bell, CA-3, 12/30/54. 


Drought not a casualty loss. Drying up 
of a well is not a casualty loss as it in- 
volves no sudden identifiable event. Ex- 
penses in deepening or constructing a 
new well are capital expenditures. Rev. 
Rul. 55-367. 


Accommodation advances to controlled 
corporation are non-business. Taxpayers 
were the stockholders, directors, and 
officers of Rumsey Products, Inc., and 
its predecessors. They made short-term 
advances to the corporation, which, be- 
cause of its bankruptcy, were never re- 
paid. Although it was shown that over 
a 10-year period taxpayers, in varying 
groups, actively 
looked for investment opportunities, the 
court found they were not in the busi- 
ness of promoting, organizing and finan- 
cing business ventures. The advances 
‘which became worthless could only be 


combinations and 


taken as non-business bad debts—i.e., 
a short term capital loss. Similar treat- 
ment given to payments made by the 
taxpayers because of his liability as en- 
dorser of the corporation’s note. Towers 
24 TC No. 27. 


Loans to family corporation nonbusiness 
debts; guaranty loss not available until 
creditor proceeds against security. Tax- 
payers, family members, were in the 
shipbuilding business. Advances to their 
corporation which became worthless 
were held to be nonbusiness bad debts. 
Taxpayers were not in the financing or 
promoting business. They also guaran- 
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teed a corporate bank loan by pledging 
stock. A loss claimed in 1946 was dis- 
allowed. There was no sale of the stock 
or any other action taken by the bank 
with reference to the pledge until after 
1946. Wheeler, TCM 1955-138. 


Worthless notes not a business loss. 
Taxpayer was in furniture business 
when he went into a venture with an- 
other to develop, produce and market 
certain soft-drink vending machines. He 
advanced substantial sums of money 
and devoted his full time to it. Later he 
withdrew and received four notes in re- 
imbursement of his expenditures from 
his associate to be paid in each of four 
succeeding years. When the first of the 
notes became due, he found his associ- 
ate was without assets and was execu- 
tion proof. Taxpayer attempted to de- 
duct amount of all the notes as business 
losses in the year the first became due 
and to carry over and back net operat- 
ing losses, including the loss from notes. 
The court held worthless notes not de- 
ductible as business losses, apparently 
on ground that such losses were not in- 
curred in his trade or business. Martin, 
DC ND Tex (Dallas Div.) 3/9/55. 


Recovery of bad debts taxable if in ex- 
cess of loss of year of write-off; can’t 
show that loss understated. Taxpayer 
was permitted to recover bad debts it 
had written off in 1937 without tax on 
the amount of the recovery, which was 
less than the 1937 loss (bad debts writ- 
ten off beyond that point saved taxes in 
1937 and hence are taxable when recov- 
ered). The taxpayer argued that it 
should be permitted to show that addi- 
tional accounts should have been writ- 
ten off in 1937, increasing the loss in 
that year and the amount of the re- 
covery. This court affirms the Tax Court 
in holding a closed year cannot be re- 
opened. First Nat'l Bank CA-2, 5/11/ 


55. 


No loan; no loss. In 1929 taxpayers, hus- 
band and wife, lent the wife’s brother 
money and a part interest in a stock- 
exchange seat respectively, so that the 
brother could secure a full seat on the 
exchange. They contended that the 


debts were secured by the seat and by 
shares of stock owned by the brother. 
Releases for the debts were given in 
1929 and 1938, but taxpayers contend 
that they were given not to release the 
debts but to comply with the rules of 
the Stock Exchange and to induce others 


to lend funds to the brother. In 1944 
taxpayers were awarded a confessed 
judgment against the brother for the 
full amount of the debts less the collat- 
eral stock, which was sold and applied 
against the indebtedness. They at- 
tempted to deduct the amount of the 
judgment as a nonbusiness bad debt. 
The Government disputed the existence 
of a loan; or, if there was a loan, that 
the brother was expected to pay it back; 
or if he was, that the debt survived the 
releases. After a lengthy charge by the 
Court, the jury held for the Govern- 
ment. Loewi, DC SD NY, 3/8/55. 


Loss disallowed for lack of proof. Tax- 
payer lent one Burr about $3,000 prior 
to 1929. In 1929 Burr assigned to tax- 
payer his judgment claim for about $2,- 
400 against one Cashman, and taxpayer 
gave Burr a receipt for payment of the 
loans. The consideration for the assign- 
ment was stated to be one dollar. In 
1947 taxpayer settled the judgment for 
$150 paid by Cashman and claimed a 
bad debt loss. In a brief conclusion of 
law, the court holds that the taxpayer 
did not prove the judgment against 
Cashman had any value when assigned 
to him in 1929. Apparently the reason 
why this is significant is that taxpayer 
thus failed to show the loss from worth- 
lessness did not occur prior to 1947. 
Warner, DC Conn., 4/18/55. 

Loss allowable in year corporation 
liquidated, not prior. [Acquiescence.] 
Taxpayer advanced considerable sums 
to a lumber company operated as a 
source of supply to his business. It was 
unsuccessful and in 1950 taxpayer re- 
ceived assets as a last payment on ac- 
count of his investment. This indicated 
that the stock had some value in 1949. 
The Commissioner erred in disallowing 
the loss for 1950. Dittmar, 23 TC 99, 
Acq., IRB 1955-22. 


Loan to relative went sour prior to tax- 
able year. Taxpayer, a real estate broker 
claimed as a bad debt in 1948 a loan of 
$14,000 to his brother-in-law. As the 
borrower went into bankruptcy in 1939, 
the loan was held to have become worth- 
less prior to 1948, hence the court did 
not have to consider whether a debt 
existed. The court also allowed $700 a 
year under Cohan rule as business ex- 
penses in absence of any records, and 
upheld negligence penalty for failure to 
file a return in 1947. Finkelstein, TCM 
1955-133. 
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How to determine if “guaranteed 


payments” are from “sources within U.S.” 


by PAUL LITTLE 


In a previous issue (3 JTAX 40, 1955), we published the first part of Paul Little’s 


analysis of the effect of Section 707(c), providing for guaranteed payments to 


partners of salary and interest. There Mr. Little considered from the viewpoint of 


a nonresident citizen partner the extent to which Section 707(c) payments qualify 


as “earned income” under Section 911(b). In this issue he considers the question 


of how to determine whether so-called “guaranteed payments” 


of salary and 


interest are from sources within or without the United States: 


( pry IT IS ESTABLISHED that some or 

all of a nonresident citizen partner's 
share of income of the partnership may 
be considered earned income within the 
meaning of Section 911(b), such in- 
come must have been received from 
sources without the United States in 
order to qualify for exclusion (Sections 
861 and 862). Under the principles 
controlling the source of income for 
purposes of the Internal Revenue Code, 
earned income will be deemed received 
from sources without the United States 
only to the extent that it constitutes 
compensation for labor or personal serv- 
ices , performed without the United 
States (Section 862(a)(3)). The non- 
resident citizen partner must therefore 
determine whether his share of partner- 
ship income is deemed received by him 
in its entirety as compensation for the 
services which he has performed out- 
side the United States, or whether such 
share partakes of the general nature of 
all partnership income, with only a pro 
rata portion being traceable to foreign 
sources. 

In the absence of agreement, the 
nature of a particular item of partner- 
ship income in the hands of a partner 
will generally be determined as though 


it were realized by him directly, with- 
out the presence of an intervening en- 
tity. Section 702(b) applies the con- 
duit theory to “any item of income, gain, 
loss, deduction, or credit” listed under 
Section 702(a) and requires that the 
character of that item in the hands of 
the partner “shall be determined as if 
such item were realized directly from 
the source from which realized by the 
partnership.” The Court of Claims 
reached this same result under the 1939 
Code in a somewhat comparable situa- 
tion. Craik v. United States, 31 F. Supp. 
132 (Ct. Cls. 1940). 

It therefore seems clear that in such 
cases the nonresident partner will be 
deemed to have received his share of 
the various items making up the part- 
nership income proportionately from 
the same sources which the partnership 
received such items. However, Section 
704(b) of the new Code recognizes 
that a partner's distributive share of 
any item of income, gain, loss, deduc- 
tion, or credit may be determined by 
the partnership agreement. Thus the 
partners may agree that a nonresident 
citizen partner shall receive all or some 
portion of the partnership’s income from 
foreign sources as his share of partner- 
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ship income, subject only to the re- 
striction that the principal purpose of 
the agreement is not the avoidance or 
evasion of tax. Senate Committee Re- 
port 1622, p. 379, explains that the 
principal purpose will not be consid- 
ered avoidance or evasion of tax if the 
agreement for a special allocation of 
various items has substantial economic 
effect and is not merely a device for 
reducing the taxes of certain partners 
without actually affecting their shares 
of partnership income. The Report then 
contains the following example: 

7 A partnership agreement 
whereby a member of the firm who is 
resident in Puerto Rico is to receive a 
percentage of the income derived from 
sources within Puerto Rico which is 
greater than his distributive share of 
partnership income generally, will be 
recognized for tax purposes.” 


Partners’ right to allocate 


The effect of this legislative history 
is to recognize the partnership for this 
purpose as a loose aggregation of in- 
dividual income-earners, and to grant 
to the individual partners the right to 
agree among themselves as to how the 
various items of income, loss, etc., in- 
cluding foreign income, of the partner- 
ship will be allocated to nonresident 
partners performing services abroad to 
earn that income. The requirement that 
the agreement have substantial eco- 
nomic effect would seem to be com- 
plied with, in view of the legislative 
history, if a nonresident citizen part- 
ner’s distributive share of the partner- 
ship income in dollars is calculated on 
the basis of the stated percentages of 
foreign and domestic income. 

The position of the Internal Revenue 
Service under the 1939 Code was that 
an agreement between the partners 
would be recognized as establishing the 
source of the amounts received by a 
partner which are attributable to serv- 
ices which he has rendered abroad, to 
the extent that they constitute earned 
income. GCM 13,771, XIII-2 CB 229 
(1934), as modified by GCM 17,255, 
XV-2 CB 243 (1936). However, by the 
terms of the partnership agreement con- 
sidered in those rulings, although the 
so-called salary payable to the partner 
rendering services abroad was to be a 
charge against the profits of the part- 
nership’s foreign office, that salary was 
to be payable regardless of the gain 
derived or loss sustained from the busi- 
ness of that office. Under these circum- 
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stances, it is unlikely that the agree- 
ment for the payment of such salary 
would have substantial economic effect 
so as to be: recognizable under Section 
704(b) of the 1954 Code. But see the 
below of the treatment of 
salary payments for this purpose. 
Although not specifically required by 
the legislative history, it would seem 
however, that 
based upon 
some reasonable relationship between 


cliscussion 


advisable in addition, 


any such agreement be 
the source of the earnings and the 
amount and value of the services. 

As a result of these provisions, there 
is little doubt but that, except where 
the principal purpose is tax avoidance, 
the partners may agree that a nonresi- 
dent citizen partner will be allocated 
income of the partnership from foreign 
sources which is attributable to services 
supervised, by 
him, subject to the limitation on busi- 


rendered, or possibly 
nesses in which capital is a material 
income-producing factor. But see the 
discussion last month and below as to 
the effect of an agreement among the 
partners that amounts such as this shall 
be paid as salary. 

On the other hand, the agreement 
the 
provision for the payment of salary. A 
then 
determine whether the amount received 


between partners may include a 


nonresident payee partner must 
as salary is compensation for personal 
services performed abroad, which would 
establish the source of the salary as 
being outside the United States, Section 
862(a) (3), or whether, despite the use 
of the term “salary,” the payment will 
be considered a distribution of general 
partnership income, the source of which 
is to be determined as outlined above. 

As discussed last month, under the 
1939 Code it is settled that such salary 
payments are payments of partnership 
profits.! As such, they are not subject 
to withholding.2 However, under Sec- 
tions 707(c) and 61(a) it is arguable, 
for the reasons set forth last month, that 
because of the language of Section 61 
(a) a salary payment qualifying under 
Section 707(c) be classified as 
compensation for personal services for 
the purpose of determining whether 
such compensation is income from 
sources without the United States under 
Sections 861 (a) (3) and 862(a) (3). If 
this argument is successful, a salary 
which is determined without regard to 
the income of the partnership and paid 
to a nonresident partner will be deemed 
compensation for services performed by 


may 
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the partner and the source of the com- 
pensation will be the place where the 
services are performed. 


Nonresident alien partners 

Section 872 requires a nonresident 
alien individual to include in gross in- 
come only his gross income from sources 
within the United States. The rules for 
determining the source of income are 
established by Sections 861 and 862 
for all taxpayers. At least with re- 
spect to this aspect of the situation, the 
nonresident alien has the same prob- 
lem of identifying the source of income 
received from the partnership as does 
the nonresident citizen in the preceding 
discussion, and the same considerations 
apply in the determination of such 
source. However, aliens are exempted 
from tax on all income from foreign 
sources, not merely earned income. To 
this extent, therefore, the requirements 
for exemption of partnership income are 
less stringent for aliens than for citizens. 

The absence of the earned income 
requirement as a prerequisite for ex- 
emption of income from foreign sources 
creates the possibility that nonresident 
alien partners may succeed in having 
characterized as income from foreign 
sources not only payments under Sec- 
tion 707(c) determined without regard 
to the income of the partnership and 
received as compensation for services, 
but also such payments received for 
“the use of capital” within the meaning 
of that section. To obtain this result, 
such a partner will have to argue as in- 
dicated in the discussion above that 
although the payment is characterized 
as being for the use of capital “only for 
the purposes of Section 61(a) (relating 
to gross income),” this restriction will 
not prevent a reference to Sections 861 
(a)(1) and 862(a)(1) in order to 
establish whether or not the gross in- 
come is from foreign sources. These two 
sections then treat certain interest pay- 
ments as being from sources outside the 
United States. The term “interest” as 
employed in this statute will in all like- 
lihood not be limited to amounts paid 
in respect of obligations similar to bonds 
and notes. Compare Motty Eitingan, 27 
BTA 1341 (1933), reaching a similar 
conclusion as to the effect of the sub- 
stantially similar language of Section 
119 of the 1939 Code. 


1S. U. Tilton, 8 BTA 914 (1927); Augustine 
Lloyd, 15 BTA 82 (1929); William Catlin. 5 
CCH TC Memo. 317 (1946). 

2 Mim. /3283, VII-2 CB 188 (1928). Compare 
GCM 21,418, 1939-2 CB 249. 


However, while such payments would 
seem to partake of the nature of interest, 
there is a requirement that before in- 
terest can be considered as being from 
foreign sources, it must be received in 
respect of an interest-bearing obligation 
of someone other than a United States 
“resident, corporate, or otherwise.” 

It is not clear under this statute that 
the paying partnership will be consid- 
ered an entity for this purpose. If it is 
so considered, it seems likely it will be 
treated as a resident partnership if it 
conducts any substantial amount of its 
business here, although no cases or 
rulings have been located which would 
shed light upon the limits of such an 
approach. Compare OD 517, 2 CB 187 
(1920), ruling under the prior law that 
corporations engaged in business within 
the United States are residents for this 
purpose. Cf. IT 1406, I-2 CB 151 
(1922). If the partnership is not con- 
sidered an entity, then to the extent that 
any individual partners can be consid- 
ered United States residents, it seems 
likely that the proportion of the total 
interest payment represented by the 
total proportionate partnership interests 
of such partners probably will be con- 
sidered to be from United States sources. 
In view of the uncertainty existing as 
to the proper treatment of such interest 
payments under Section 707(c) and 
the difficulties encountered in establish- 
ing such payments as being from for- 
eign sources, it seems likely that non- 
resident alien partners will find this 
provision of limited use until its scope 
is further clarified by regulation. 





Cash is “property” under Sec. 902. Sec- 
tion 902(d) of the 1954 Code provides 
that certain receipts of property as a 
royalty or compensation from a wholly 
owned foreign subsidiary are treated as 
dividends in computing the credit for 
foreign tax paid. The term “property” is 
held to inelnde cash. Rev. Rul., 55-312. 


Exchange profit on foreign loan not 
income. [Non-acquiescence.] Taxpayer, 
a foreign corporation, made a dollar 
loan. When the loan was repaid to it, it 
received more guilders than had been 
used to buy the dollars lent. The Tax 
Court held the difference in exchange 
North 
18 TC 418. 


rates was not taxable income. 
American Mortgage Co. 
Non-acq. IRB 1955-21. 
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1944 Damages to Austrian property de- 
ductible despite 1941 confiscation. Tax- 
payer owned a home costing $60,000 
in Austria in 1938 when she left the 
country. In 1941 the Nazis officially 
confiscated the house. In 1944 in a 
bombing attack it was severely dam- 
aged. In 1946 the Austrian government 
declared the Nazis confiscation null and 
void. The Government argued the 1944 
damage was not deductible and the 
only deductible loss occurred in 1941. 
Taxpayer contended that the Austrian 
law in 1946 declared the seizure of her 
property ab initio, hence she owned it 
in 1944 when the damage occurred. The 
court affirmed the District Court and 
agreed with her. It also accepted the 
District Court’s finding as to the amount 
of bomb damage to her property. Reiner, 
CA-7, 6/1/55. 


Death taxes paid Province of Ontario 
can’t be taken as a credit. The credit 
provisions of our death tax treaty with 
Canada cover only the Dominion taxes 
and not those levied by the provinces. 
Furthermore, taxes of the Province of 
Ontario are not deductible under the 
statute because they do not meet the 
reciprocal credit requirement of the 
foreign death tax credit provisions. Rev. 
Rul. 55-381. 

Canadian and Mexican corporations 
may be treated as domestic. For pur- 
poses of qualifying as a Western Hemi- 
wholly- 
owned Canadian or Mexican subsidiary 


sphere trade corporation, a 
of a domestic corporation may under 
certain conditions also be treated as a 
domestic corporation. Rev. Rul. 55-372. 


Foreign fees of consultant subject to 
self-employment tax. A U. S. citizen 
carrying on scientific research in a for- 
eign country as an independent con- 
tractor is subject to the self-employ- 
The law does not exclude 
foreign earnings. Rev. Rul. 55-172. 


ment tax. 


Treaty exempts U.S. interest earned by 
Irish. A surviving coowner of a Series E 
savings bond who is an Irish citizen and 
resident, not engaged in a U.S. trade or 
business, is, by reason of our tax treaty 
with Ireland, not taxable on redemp- 
tion of the bond. Rev. Rul. 55-356. 


Saudi Arabian Taxes. The Saudi Arab- 
ian general income tax and the addi- 
tional tax on oil companies qualify for 


the foreign tax credit. Rev. Rul. 55-296. 


NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH S. MARTEL 


Mississippi use tax 
covers all retailers 


Mississippi, which pioneered in the 
sales field by being the first state to turn 
to the sales tax as a major revenue 
source in 1930, has again pioneered in 
the wholesale compensating use tax. 
The tax on wholesale sales was origi- 
nally imposed under the Sales Tax Law 
but not under the Use Tax Law. House 
Bill 85 now imposes the use tax on 
wholesale sales at 1/g of 1% similar to 
the sales tax on wholesale sales under 
the Sales Tax Act. The preamble of 
House Bill 85 states that it is an act to 
provide for the raising of additional 
public revenue by imposing a tax on 
the privilege of engaging business as a 
retailer purchasing or acquiring by 
manufacturing any tangible personal 
property from outside the state for sale 
at retail in the state. Under this provi- 
sion the tax, is levied against the retailer 
on his purchases from out of state 
wholesaler or manufacturer by requiring 
the out of state wholesaler or 
facturer to pay the tax to the state and 
charge same to the retailer. The defini- 
tion under this new law of a “person 
maintaining a place of business in this 
state” is broad enough to cover a whole- 


manu- 


saler doing only interstate commerce 
business. if this law 
should be declared unconstitutional as 
a tax on interstate commerce, it would 
give to the wholesaler no advantage 
since if the wholesaler does not pay the 
tax, the retailer must pay the tax on 
his purchases. This is a rather unique 
approach to the problem of taxing trans- 
actions in commerce. How- 
ever, despite this saving clause in the 
provision, its constitutionality 
nevertheless be attacked. 


However, even 


interstate 


may 


Federal aid offered to states 
in collecting cigarette taxes 


Tue Jenkins Act, enacted to give states 
federal assistance in collecting tax on 
cigarettes shipped into taxing states, is 
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now being enforced by the Criminal 
Division of the Department of Justice 
and not the Internal Revenue Service. 
This is because criminal sanctions have 
been imposed. Under the Act, a per- 
son selling or disposing of cigarettes to 
a person not licensed or located in the 
state where the cigarettes are shipped 
must file a notice of the shipment with 
the tobacco tax administrator of the 
state where shipped, and the admin- 
istrator must collect the state tax due. 


Nebraska adopts average 
method of inventory valuing 


NEBRASKA recently became the 19th 
state to adopt the average-value-over- 
the-entire-period method of valuation 
of inventories for state tax purposes, 
the National Association of Assessing 
Officers reports. The NAAO points out 
that in all the states taxing inventories, 
either of two alternatives is used in mak- 
ing assessments: (1) valuation as of the 
assessment date, or (2) average valua- 
tion. Eighteen states and the District 
of Columbia use the average value over 
the annual period. They are: Alabama, 
Arkansas, Colorado, Connecticut, Flor- 
ida, Iowa, Louisiana, Maine, Maryland, 
New Hampshire, New jersey, New 
Mexico, North Dakota, Ohio, Oklahoma, 
Tennessee, Wyoming and Nebraska. 

Nebraska is the latest state to adopt 
the average value over the annual 
period. The current session of the Ne- 
braska Legislature adopted the average 
annual basis for merchants’ goods, 
manufacturers’ products and farm prod- 
ucts. The average inventory system has 
been given serious consideration and 
study by a number of state legislatures 
this year. Extensive studies of the sub- 
ject were made in California and Minne- 
sota. 

Michigan permits the taxpayer an 
option of using either the value on the 
assessment date or the average monthly 
value for the twelve months preceding 
the assessment date. Until recently only 
Michigan allowed a choice; all other 
states required one method or the other. 


NEW DEVELOPMENTS IN 


Fraud & negligence — 


EDITED BY HARRY GRAHAM BALTER, LL.B. 





For 5-year statute commissioner must 
show understatement of net did not 
arise from overstatement of deductions. 
[Acquiescence.] The Commissioner 
proved by net worth computations that 
the taxpayer understated his net income 
by 50%. The years would be closed 
unless the five-year statute of limitations 
applied, as it would if gross was under- 
stated by 25%. The Tax Court held 
that the Commissioner must prove that 
the understatement of net did not arise 
from overstatement of deduction. Two 
judges dissent on the ground that Com- 
missioner made a prima facie case and 
the burden of showing deductions 
should be on taxpayer. Hurley, 22 TC 
1256., Acq. IRB 1955-21. 


Voluntary disclosure too late; convic- 
tion sustained. Taxpayer was aware 
that his returns were being examined 
several months prior to his voluntary 
disclosure of omissions and misstate- 
ments therein. The court held that he 
may therefore not take refuge in the 
Secretary of Treasury’s pronouncement 
in 1945 that criminal prosecution would 
not be recommended where voluntary 
disclosure is made “before investigation 
is under way.” He did not go to the 
Government; the Government came to 
him. Moreover, taxpayer was not misled 
into believing that no criminal prosecu- 
tion was contemplated. Usually when an 
investigation is started, it is not possible 
to predict where it will lead. No viola- 
tion of 4th or 5th amendments here. 
Net worth method admittedly the only 
feasible means of computing taxpayer’s 
income. Instructions to jury sufficient. 
Evidence to convict taxpayer’s part- 
ner insufficient. (Voluntary disclosure 
policy has since been abandoned. Ed.) 
Legatos, CA-9, 5/12/55. 


Burden of proving fraud met by affirma- 
tive allegations in absence of any de- 
nial. Fraud penalty was sustained; tax- 
payer failed to reply to government’s 
answer to his petition, in which reply 
the government affirmatively alleged 


fraud. The allegations not being deniea 
are thus being deemed to be true. Cor- 
inblitt, TCM 1955-148. 


Bank deposit method insufficient to 
prove unreported net income for fraud 
penalty. The Commissioner did not 
meet his burden of proving fraud by the 
mere reconstruction of income under 
the bank deposit method. That method 
was held to determine the gross income 
of the taxpayer. To assert the fraud 
penalty, the Commissioner must also 
prove that the allowable deductions do 
not exceed an amount which, when 
deducted from gross income, leaves a 
substantial amount of unreported net 
income. The court recognized the pos- 
sibility that the taxpayers may have had 
other substantial expenses which they 
couldn’t prove because of the destruc- 
tion of their records. Lowe, TCM 
1955-150. 


Tax evasion conviction affirmed; gov- 
ernments evidence not illegally ob- 
tained. The Government’s case against 
taxpayers was based on their failure to 
record and report gross receipts from 
their sign business from 1946 through 
1950. In 1951 a special agent told tax- 
payers that their returns had been as- 
signed to him for examination and pro- 
ceeded to make an investigation of 
their books and records with their co- 
operation. Many discrepancies were 
found. Taxpayers objected to admission 
of evidences secured from these books 
on the ground that their consent to ex- 
amination was obtained under the pre- 
text of a routine civil investigation, when 
in reality the agent intended to search 
for crime. Court held that previous 
warning that the information given 
might be used in a criminal case against 
the giver is unnecessary provided such 
information was voluntary and under- 
standingly given. A statement by the 
agent that his purpose is a “routine 
audit” is not the equivalent that only 
civil liability will be considered. A com- 
putation of the tax liability based on the 
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testimony of Government witnesses and 
exhibits was admitted over objection. 
Taxpayers contended its admission in 
evidence was error in that it could have 
misled jury. The court disagreed; be- 
fore the computation was submitted 
to the jury, the judge told them that if 
they did not believe the evidence upon 
which the calculations were based they 
should disregard it. Such computations 
have the sanction of the courts. Turner, 
CA-4, 5/23/55. 


Excess cash expenditures method dis- 
approved because other sources of funds 
were disregarded. Taxpayer was in re- 
tail liquor business. At his direction no 
record was kept of case sales. At infre- 
quent intervals he would orally report 
case sales to his accountant and compu- 
tations would be made on the basis of 
the oral reports and purchase invoices. 
Court approved finding of Tax Court 
that taxpayer’s books were incomplete 
and did not adequately reflect his in- 
come. However it held the Commis- 
sioner’s use of the “excess cash expendi- 
tures” method of computation was erro- 
neous in that no consideration was given 
to cash available to taxpayer from his 
substantial business interests and from 
his increase in bond loans. Since there 
was no evidence of fraud otherwise 
found, imposition of fraud penalties re- 
versed. Case remanded to Tax Court 
for a determination of any deficiency by 
any approved and recognized method 
and for retrial on the fraud issue. Mar- 
cella, CA-8, 6/1/55. 


Lawyer and teacher of income-tax mat- 
ters penalized for filing insufficient re- 
turns. The 3-year statute of limitations 
on assessments is extended to 5 years 
(6 years under 1954 Code) if gross in- 
come is understated by more than 25%, 
and is extended indefinitely if no return 
is filed. A lawyer’s return read “Total 
income less than $5,000. Employed by 

and the tax has been withheld. 
Do not owe any additional tax.” The 
Court holds that taxpayer reported no 
gross income. And even if $5,000 were 
to be accepted as the gross income re- 
ported, she omitted from gross income 
more than 25% of $5,000, and therefore 
an assessment notice mailed within 5 
years of the due date was timely. De- 
ductions for theft and fire losses, legal 
expenses, bad debts, business and rental 
expenses were disallowed. Negligence 
penalties were sustained. It was shown 
that taxpayer taught federal tax matters 
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but failed to keep proper records for her 
own transactions. Evans, TCM 1955- 
126. 


Submitting false net worth statement 
to Revenue Agent is crime. During an 
investigation of his tax liability tax- 
payer was examined orally by revenue 
agent, and at the latter’s request sub- 
mitted a signed net worth statement in 
which he represented the cost of a 
piece of land. There was evidence that 
he subsequently attempted to cover up 
this misrepresentation. He was con- 
victed of knowingly making false state- 
ments “within the jurisdiction of a de- 
partment or agency of the U.S.” Tax- 
payer argued that the statement was 
voluntary and not in obedience to law, 
rule or regulation, and therefore not a 
matter “within the jurisdiction of a de- 
partment or agency of the U.S.” The 
court held, however, that a statement 
voluntarily made to an internal revenue 
agent in the course of an authorized in- 
quiry into the correctness of a taxpayer's 
returns is a statement made “within the 
jurisdiction of a department or agency 
of the U.S.” Taxpayer’s failure to tes- 
tify was not improperly commented 
upon by Government counsel. The jury’s 
finding of intentional omission of a large 
item of income and conviction of tax- 
payer for income tax evasion affirmed. 
Knowles, CA-10, 5/25/55. 


Fraud penalty not justified by mere 
proof of large deficiency. The Commis- 
sioner must prove fraud by clear and 
convincing evidence. It is never pre- 
sumed. Where taxpayer grossly under- 
stated income as shown by a recon- 
struction of his income using the bank 
deposit method, such understatement 
in and of itself was not enough to sus- 
tain the Commissioner’s burden of proof. 
Although the deficiencies were upheld, 
the fraud penalties were overruled. 
Traum, TCM 1955-127. 

A deficiency was determined against 
a tavern keeper by computing gross 
profits on the basis of a percentage of 
gross sales. The court sustained the de- 
termination of the deficiencies but re- 
fused to sustain the fraud penalties. A 
deficiency so determined was held to 
be inconclusive proof of fraud. William- 
son, TCM 1955-131. 


Reliance on CPA no excuse for failure 
to file gift tax. Taxpayer filed a gift tax 
return in 1935 reporting as gifts certain 
transfers to revocable trusts. In 1937 


he forwarded a copy of the trust instru- 
ments to the IRS for audit purposes, 
and later that same year amended the 
trusts to make them irrevocable. No 
additional gift tax return was filed in 
1947 on the advice of his accountant. 
Deficiencies assessed in 1953, 16 years 
later were held timely; taxpayer not 
thaving filed a gift tax return in 1937 
(when the gifts were held completed 
the statute never started to run.) Penal- 
ties for failure to file were imposed in 
spite of taxpayer's reliance on his CPA’s 
advice. The penalty was held manda- 
tory where no return at all was filed. 
(Nonfiling penalties in gift tax cases 
are not mandatory under 1954 Code.) 
Ginsberg, 24 TC No. 32. 


Gross understatement plus concealment 
proof of fraud. Taxpayer, a jewelry and 
diamond broker also conducted a credit 
jewelry and loan business. His gross 
understatement of income from his per- 
sonal brokerage business for numerous 
years, coupled with his concealment of 
the personal records from the examin- 
ing agents, was held to constitute con- 
vincing evidence of fraud. Gordon, 


TCM 1955-134. 


Commissioner had been accepting in- 
adequate records; negligence penalty 
not imposed. The Court approved the 
net worth method as the best method 
available in the absence of adequate 
records to reconstruct decedent’s income 
from gambling operations. However the 
negligence penalty was not imposed. 
Decedent had been examined for prior 
years and no exception at that time was 
taken to his inadequate records. This 
constitutes tacit approval of decedent’s 
record keeping and negates any ele- 
ment of negligence in the mere continu- 
ation of such records. Phillips, TCM 
1955-139. 


That others signed taxpayer's returns is 
no bar to prosecution. Taxpayer owned 
profitable truck-loading business on the 
N.Y. waterfront. He operated behind a 
paper wall of false and fictitious rec- 
ords to disguise his own financial inter- 
ests. The collection agency which re- 
ceived fees from truckers and disbursed 
them to taxpayer or his agents osten- 
sibly was owned by others, but in re- 
ality was owned by taxpayer. The 
agency maintained no records and the 
records furnished to taxpayer were de- 
stroyed. Taxpayer's returns for the 4 
taxable years 1947-1950 were prepared 
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by his accountant on the basis of false 
information supplied to him by tax- 
payer’s agents and were signed for him 
by others. The indictment for conspir- 
acy to violate the income tax laws 
within the 6 years statute applicable to 
certain crimes under the Internal Rev- 
enue Laws, but another indictment for 
conspiracy was barred by the 3 year 
period applicable to crimes enumerated 
by the criminal code. The court held 
that the trial court properly ruled on 
this. It also correctly ruled that since 
taxpayer caused his returns to be pre- 
pared and mailed in the Southern Dis- 
trict of N.Y., although they were filed 
in the Northern District of N.Y., venue 
in the Southern District was proper. 
The actual filing is not an essential ele- 
ment of the charged offense that tax- 
payer did not personally sign his re- 
turns bar prosecution, since he admitted 
having given others permission to sign 
them for him. Rulings on the admis- 
sibility of a memorandum and on a vari- 
ance in the bill of particulars not error. 
Albanese, CA-2, 6/2/55. 


Conviction of son who did not know of 
father’s evasion reversed. Taxpayers, 
father and son, were equal partners in 
structural steel erection business. The 
firm used 5 business bank accounts. 
Substantial receipts from equipment 
rental and sale were deposited in two of 
the father’s own persona! accounts. The 
accountant was not informed of these 
accounts. There was no evidence that 
the son had anything to do with his 
father’s individual bank accounts. Con- 
viction of tax evasion affirmed as to 
father and reversed as to son. Lindstrom, 
CA-3, 6/3/55. 


Unexplained bank deposit basis of 
fraud penalty. Taxpayer, a N.Y. restau- 
ranteur alleged that he had persuaded 
a distant relative to open an account in 
his name at a bank where he also main- 
tained an account. After causing her to 
sign 2 checks for $5,000 made to “cash” 
he gave his agent $10,000 in bills of 
small denominations and instructed him 
to deposit it in her bank account. The 
checks were paid soon after. The checks 
bore no teller’s stamp nor any endorse- 
ment or other means of identifying to 
whom they were paid. The $10,000 did 
not appear on taxpayer’s books and was 
unreported in his return. His story that 
the money was given him by his distant 
relative was rejected by the Tax Court 
after such relative emphatically denied 
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this and such denial was corroborated by 
another witness. His contention that the 
$10,000 was not taxable income also 
was rejected. He failed to suggest any 
credible explanation of the source of 
the funds or the purpose for depositing 
Tax Court affirmed the Com- 
missioner, assessed fraud penalty. 
Drinkhouse, CA-2, 6/8/55. 


them. 


Unidentified-bank deposits accepted in 
reconstructing gross income. Taxpayers 
leased their trucks to a company owned 
by a relative in return for 80% of its 
gross revenues. They were to purchase 
their own truck supplies but most of 
such supplies were actually purchased 
from the operating company which de- 
ducted the cost from the amount of 
rental due to the taxpayers. In approv- 
ing the Commissioner’s reconstruction 
of taxpayer’s income under the bank 
deposit method (in the absence of any 
records), the court rejected expert evi- 
dence reconstructing net income as a 
theoretical per cent of gross receipts; 
some expense had already been de- 
ducted; therefore reconstruction based 
on them as gross receipts, as the expert 
did, would be erroneous. Lowe, TCM 
1955-150. 


Evasion conviction affirmed; taxpayer 
received payments by checks payable to 
others. From 1946 through 1951 tax- 
payer received checks from an adver- 
tising agency for securing a portion of 
the advertising a large 
whiskey concern whose board chairman 


business of 


August 1955 


was his personal friend. The checks 
were made payable by the agency to 
business associates, relatives, and friends 
of taxpayer and fictitious persons and 
falsely charged to various agency ac- 
counts. This was done at the agency’s 
request according to taxpayer, who also 
stated that the checks really were gifts 
of the agency to the various payees 
whose names he gave in response to the 
agency's desire to pay him for his serv- 
ices. He also stated that checks to ficti- 
tious payees were really political contri- 
butions by the agency at his suggestion. 
None of the payees were known to the 
agency. He maintained he reported all 
of the checks to his accountant who 
failed to report as income. Court held 
that even under taxpayer’s statements, 
the funds were taxable income. Court 
further held that stricken evidence of 
taxpayer's failure to report gambling 
income was not prejudicial to minds of 
jurors; a summarization of the Gov- 
ernment’s evidence as to the checks 
was admissible, excluded impeachment 
evidence, if error, was not prejudicial, 
permitting handwriting expert evidence 
in rebuttal was not unfair to taxpayer, 
prosecutor’s on taxpayer's 
failure to call one of the payees of the 
checks as a witness, who was not equally 
available to the prosecutors, was not 
The instructions were 
proper and the indictment was sufficient. 
On the whole record the court held that 
taxpayer had fair trial. Any slight error 
in the record could not have changed 
the outcome. Samish, CA-9, 5/20/55. 


comment 


error. court’s 


MANY NEW NET-WORTH CASES THIS MONTH 


Conviction affirmed on remand by Su- 
preme Court. Conviction for tax evasion 
under net-worth method had been af- 
firmed by Circuit Court but net decision 
was vacated by Supreme Court and 
case was remanded with directions to 
determine whether an incident which 
occurred during the trial and reported 
by a juror was harmful to taxpayer. Dis- 
trict Court found the incident harmless. 
Supreme Court ordered a rehearing and 
the whole record was remanded to Cir- 
cuit Court for reconsideration in the 
light of 4 recent Supreme Court net 
worth decisions. On remand, Circuit 
Court again affirmed. Remmer, CA-9, 
5/23/55. 


Conviction of tax evasion under net 
worth theory justified. At the end of 


1945 taxpayer purchased brewery and 
sold beer at over-ceiling prices. He also 
traded extensively in grains through 
brokerage houses. He failed to keep 
adequate financial The in- 
crease in his net worth plus nondeducti- 
ble expenditures for 1946 were approxi- 
mately $230,000 in excess of his re- 
ported net income for the year. He 
filed no returns prior to 1942. His re- 
turns from 1942 through 1945 indicated 
that his income for prior years was in- 
sufficient to have enabled him to save 
any appreciable amount of money and 
corroborates the low figure set by the 
Government as his opening net worth. 
He filed no estimated return for 1946 
and delayed filing an income tax return 
for that year until May 27, 1947. He 
claimed inability to pay his reported 


records. 


1946 tax due to an alleged burglary of 
cash hidden in a safe at the time. This 
court affirmed the jury verdict as to tax 
evasion and held that the trial court 
did not err in denying defendant’s mo- 
tion for acquittal. District attorney’s 
comment to jury on taxpayer’s brother’s 
refusal to testify was withdrawn after 
objection of defense counsel, who did 
not ask the court to admonish the jury 
with respect thereto. The court held 
that these incidents did not deprive 
defendant of a fair trial. Count II of the 
indictment charged a felony since a wil- 
full positive attempt to defeat the pay- 
ment of tax by concealment of assets 
was alleged. Therefore, the 3 year stat- 
ute of limitations on misdemeanors is 
inapplicable. The dissenting judge 
would reverse and order a new trial for 
insufficient instructions to the jury on 
the net worth method, the assumptions 
on which it rests and the inferences 
available both for and against the ac- 
cused. Bardin, CA-7, 6/3/55. 


Net worth conviction remanded by 
Supreme Court upheld. The Tenth Cir- 
cuit re-examined this case, sent back by 
the Supreme Court at the time it de- 
cided the Holland case. It found that 
the Government relied mainly on spe- 
cific instances of unreported income, 
which were sufficient to sustain the con- 
viction. Moreover, the net worth evi- 
dence introduced was _ properly 
ported, and the defendant did not claim 
any error in that part of the case. 
Conviction sustained. Watts, CA-10, 
3/16/55. Cert. den. 5/23/55. 


sup- 


Indictment stands though opening net 
worth inventory incomplete. Indict- 
ment, as amended by a bill of particu- 
lars, stated the value of machines the 
taxpayer had on hand as of the opening 
date of net worth computation, but 
admitted ignorance of the number or 
kind of machines. The taxpayer con- 
tended that the net worth of the ma- 
chines could not be because 
their exact number could not be shown. 
The court disagreed and denied the tax- 
payer's motion to dismiss the indict- 
ment. The Government should be given 
an opportunity to prove its case through 
evidence. Circuit court affirmed denial. 
Cefalu, DC ED La., 5/18/54, aff'd 
CA-5, 2/11/55. 


shown 


Large recurring omissions of income 
evidence fraud. Taxpayers were part- 
ners in junk and scrap metal business in 
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taxable years. Their two younger 
brothers had been working for the part- 
nership since their graduation from 
high school. They purchased scrap metal 
for the partnership with partnership 
funds on the understanding that they 
would share in the proceeds of sale of 
the scrap. 

In the taxpayers drew 
only enough for living expenses. In 
1941 they withdrew $15,000 each from 
the partnership bank account with the 
acquiescence of the partners and 
part of their 
share of proceeds of scrap sales. The 
Commissioner set up the $30,000 so 
withdrawn as a liability of the partner- 
ship as of the beginning of 1941, the 
opening date of its net worth computa- 
tion, thereby reducing the opening net 
worth of the partnership. The court 
agreed that this was a liability of the 
partnership. It also found the exist- 
fraud in 
sistent gross understatements of income. 


meantime 


leemed such amounts 


ence of unexplained con- 
Also, taxpayers made contradictory and 
misleading statements, repudiated affi- 
davits and admitted cheating on local 
taxes. They made no pretense at keep- 
ing adequate books and records. Kos- 
cove, CA-10, 5/14/55. 


Taxpayer, a gambler, convicted of tax 
evasion below, appealed on the ground 
that the opening net 
worth statement, based on an extra- 
judicial admission of his, had not been 
held it had, 
saying “Even though there may be little 


government's 


corroborated. The court 


direct corroboration of the opening cash 
figure, other evidence tends to support 
the understatement of income shown by 
the statements as a whole. The record 
shows substantial purchases of real and 
during 1947 that 
could not have been made on the in- 


personal property 
come reported by Warring. . . . As 
the Court pointed out in the Smith case 

348 US 147) 
only to allay suspicion of the veracity 


’ corroboration is needed 


of the admission; it need not be proof 
of the offense beyond a_ reasonable 
doubt, but need only tend to support 
the admitted fact.” 

Though the district court judge had 
expressed some concern that the Gov- 
ernment had not called the defendant’s 
brother, this court finds that this neglect 
was not such a disregard of an obvious 
lead as to amount to failure of proof. 
If his testimony would have helped the 
defendent, the defendent could have 
called him. Warring, CA-4, 5/23/55. 


Consolidated family net worth method 
upheld in fraud case. Deficiencies and 
fraud penalties exceeding $2,000,000 
were sustained against taxpayer (Lias) 
a one-time convict who had engaged 
in numerous illicit and gambling busi- 
nesses. His taxable income was deter- 
mined by using a consolidated family 
net worth and by subtracting therefrom 
the income reported by the other fam- 
ily members. The court accepted this 
determination in view of the unusual 
complexities involved. Lias refused to 
furnish a net worth statement, and the 
government agents found it difficult to 
establish ownership of family assets in 
the absence of books and records. Lias, 
24 TC No. 33. 


Unexplained deposits evidence of fraud. 
The Commissioner reconstructed income 
of a jeweler who kept no records and 
who failed to file returns. The Commis- 
sioner showed unexplained deposits and 
nondeductible expenses. Such unex- 
plained deposits were held to be sub- 
stantial evidence of fraud and are a 
prima facie case. Towle, TCM 1955-41. 


In net worth computation, assets taken 
at market value, expensed improvements 
excluded. Taxpayer, who was engaged 
in numerous businesses, conceded that 
the net worth method was proper. He 
argued that certain notes taken by him 
as part of the sales prices of houses he 
built and sold should be included at 
market value, not at face. Since he held 
a large amount of these notes at the 
end of the taxable period in question, 
reducing valuation, as he re- 
quested, would greatly reduce his tax- 
able income. The Tax Court agreed that 
the notes should be included at market 
value. He also objected to the Commis- 
sioner’s ignoring inventories, thus, as 
he pointed out, assuming inventories in 
the period constant. The 
Court held the taxpayer had not showed 
what the inventories were. During the 


their 


remained 


period under review taxpayer sold part 
of the property used for a coal and 
lumber yard. The opening figures for 
this property did not include improve- 
ments, which the taxpayer had expensed 
in prior years. The Court found this 
equitable. To allow a higher figure 
would give him a double benefit of the 
cost of Bond, TCM 
1955-144. 


improvements. 


No substantial proof of opening net 
worth; acquittal granted. Taxpayer's 
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first trial for tax evasion for "45 and 46 
resulted in dismissal of indictment for 
1945 and verdict of guilty on indictment 
as to 1946. Judge granted new trial. 
The second trial resulted in hung jury. 
Taxpayer moved for acquittal, which 
is now granted. The government had 
taken as net worth starting point a bal- 
ance sheet submitted by taxpayer as 
of August 14, 1930, estimated his net 
worth on Jan. 1, 1946, and attempted to 
establish his net worth on Dec. 31, 
1946, so as to prove his income for 
1946. Its case alleged on proof that the 
taxpayer had no cash resources at the 
starting point, the falsity of alleged 
loans and the proof of an income item 
on books of partnership in which he 
was partner. The evidence of the cash 
purchases by taxpayer and his wife 
from 1930 to 1946 caused the Govern- 
ment’s proof of total lack of cash re- 
sources as of the starting point to fall 
far short of the substantial proof neces- 
sary. The court held that the Govern- 
ment’s proof that the taxpayer had not 
received alleged loans fell far short of 
that required in criminal cases. It fur- 
ther held that the mere fact of increase 
in taxpayer's capital account in a part- 
nership in 1946 was not sufficient to 
charge him with taxable income in that 
year. The Government had shown no 
likely sources of income other than those 
reported, verified by its own investiga- 
tion. O'Malley, DC Pa., 6/3/55. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & gift taxation 


OF INTEREST TO TAX PRACTIONERS 





Judge Fisher finds some expert witnesses 
not much help in a valuation case 


UDGE FisHEeR of the Tax Court has 

some suggestive (but not very flat- 
tering) words to say about the use of 
expert witnesses in a valuation case. He 
ended up by not taking the view of 
any one of five such witnesses. 

Incidentally, the taxpayer in this case 
(Kelly Estate, TCM 1955-129), would 
have been much better off to have taken 
the valuation of stock proposed by the 
examining agent: the Tax Court doubled 
his figure. And the taxpayer had the 
costs and trouble of a valuation case— 
always expensive and difficult (see ar- 
ticle on this subject here last month, 3 
JTAX 2), considering the vast amount 
of data that must be put in evidence and 
the cost of expert testimony. 

Judge Fisher made these comments 
on the testimony of each of the wit- 
nesses: 


Use of dividends 

“Petitioner’s first witness arrived at a 
value of $980.29 per share. He reached 
this conclusion by computing average 
annual dividends from the date of the 
inception of the corporation, capitaliz- 
ing the average at 8 per cent and re- 
ducing the result by 15 per cent, the 
last in order to reflect the fact that the 
stock represented a minority holding, 
in a closely held corporation, had a lim- 
ited market, and was subject to . 
restrictions as to sale. . ‘ 

“While the witness testified that he 
had considered numerous elements, in- 
cluding earnings and book value, to see 
if they might lead to an inconsistent re- 
sult, it was apparent that the sole basis 
for his ultimate valuation was the com- 
putation above referred to. Moreover in 
his calculation, he gave no effect to the 
fact that no dividends were declared in 
the earlier years included in his av- 
erage, but substantial and increasing 
dividends were declared in the later 
years. It is our view that the witness 
overemphasized the factor of dividends, 


failed to give realistic consideration to 
the facts relating to the declaration of 
dividends in determining his average, 
and, in effect, de-emphasized other fac- 
tors material to the determination of 
value, such as earnings. We think it ap- 
parent that the resultant valuation was 
far too low. 


One half of book value 


“Petitioner's second expert arrived at 
a value of $822 per share by the simple 
device of taking book value and cutting 
it in half. He, of course, testified that he 
had taken numerous factors into consid- 
eration, but his end result was calcu- 
lated upon the basis above indicated. 
He stated that he had not given con- 
sideration to earnings or dividends be- 
cause they were reflected in net worth 
or book value, since earnings increase 
net worth while dividends decrease it. 
However accurate this view may be 
from a bookkeeping standpoint, the wit- 
ness admitted, in effect, that it was in- 
consistent with the approach of peti- 
tioner’s first expert, and it is quite ap- 
parent to us that, as applied by the wit- 
ness, it is likewise inconsistent with well 
recognized principles of valuation. 

“We think that, under the circum- 
stances set forth in the record, book 
value was a factor less significant than 
earnings or dividends and that there 
was no sound basis for isolation of this 
factor by the witness. We add that there 
was no acceptable support for the dis- 
counting of book value to the extent of 
50 per cent. 


Capitalizing earnings 

“The third expert for petitioner ex- 
pressed the view that the fair market 
value of the stock would be not in ex- 
cess of $1,320 per share. He reached 
this conclusion by capitalizing average 
earnings after taxes at a price earnings 
ratio of four times, less a discount of 
25 per cent. The discount was attributed 
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to the lack of a market for such mi- 
nority holdings in a closely owned cor- 
poration, and the nature of restrictions 
on sale. The practical result of his cal- 
culation was a per share value of only 
three times earnings. The approach of 
this witness was from the standpoint of 
the investor rather than that of a sup- 
positious purchaser particularly inter- 
ested in the publishing field, and repre- 
sented a significant perspective in the 
effort to value a stock in which there 
was no known market and no trad- 
ing. The witness, however, is an invest- 
ment counselor retained by various insti- 
tutional and banking corporations, and 
his analysis was that of a specialist rep- 
resenting ultra-conservative clients who 
would not normally be interested in an 
investment in stock of the type under 
consideration. He clearly represented 
the conservative buyer’s viewpoint, and 
we have no doubt that the value deter- 
mined by him from that perspective was 
substantially on the low side. 


Another “earnings” figure 


“The first expert for respondent val- 
ued the stock at not less than $4,000 a 
share. He testified that he gave primary 
consideration to earnings, secondary 
weight to dividends and minor weight 
to assets. This witness based his funda- 
mental calculations on a price earnings 
ratio which he evolved from analysis of 
financial data relating to a number of 
corporations primarily engaged in the 
publishing business. From a theoretical 
standpoint, there is much to be said for 
the general approach of this witness, 
but it is quite apparent that his basic 
premises were not sound because the 
publishing companies whose data was 
used in his calculations were in no real 
sense comparable to taxpayer, and there 
was no satisfactory effort to make prac- 
tical adjustments which would render 
a comparison helpful. The value of the 
ratio adopted by the witness falls with 
the want of comparability. Moreover, 
the witness gave little regard to the 
special circumstances faced by _peti- 
tioner with respect to valuation of a 
minority interest in a closely held cor- 
poration for the stock of which the 
market was very restricted. 

“The witness was of the opinion that 
his calculations made appropriate allow- 
ance for such factors as replacement re- 
quirements and inadequate salaries paid 
by the corporation to managing officials. 

“We think the value per share as de- 
termined by the witness was substan- 
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tially based upon noncomparable data, 
without appropriate adjustment, which 
resulted in an ultimate valuation which 
was greatly excessive. 

“The second and final expert pro- 
duced by respondent made allowance 
for inadequate salaries and require- 
ments for current improvements. He also 
recognized a discount of 15 per cent in 
consideration of the fact that the stock 
represented a minority interest in a 
closely held corporation. He thereupon 
reconciled his views on the basis of 
three different approaches and con- 
cluded that the fair market value of the 
stock on the applicable valuation date 
was $3,400. 

“This first method was to calculate 
average net income, after taxes, for 
three years, multiply it by 10, and add 
working capital in excess of six weeks’ 
requirements. This approach has theo- 
retical value, but loses its practical force 
primarily because the capitalization fac- 
tor was a mere rule-of-thumb which, 
while witness had used it in his own 
business as a broker, was unsupported 
by reasoned analysis or recognized sanc- 
tion as applied to the circumstances of 


this case. 


“The second method used by the 
witness differed from the first in that 
he took average income before taxes 
and used a capitalization rate of 6.66 
per cent. Like adjustments were made 
for working capital in excess of six 
weeks requirements. It was again ap- 
parent that the capitalization rate was 
an unsupported rule-of-thumb. 

“In his third method, the witness 
took the approximate annual average 
of gross sales for three years, to which 
he added working capital in excess of 
six weeks requirements. The validity of 
this approach has not been made ap- 
parent to us. 

“With this witness (as with the four 
other experts) the crucial factor to be 
applied in determining ultimate value 
had little support beyond the personal 
opinion of the declarant. Here, again, 
we were not impressed with the sig- 
nificance of the rule-of-thumb ratios 
applied, and we think that the resultant 
valuation per share as determined by 
the witness was well in excess of its fair 
market value.” 

In contrast to the figures mentioned 
by the expert witnesses, the court ar- 
rived at a figure of $2,200 per share. * 


New ruling and code changes finally 


untangle gifts to minors 


wicHut Rocers talked about how to 
D use the new rules for gifts to 
minors at the Association of the Bar in 
New York a few weeks ago. He points 
out that three recent events have elimi- 
nated most of the nuisance problems 
that have so long bothered the lawyer 
whose client wanted to know how to 
handle gifts to his minor relatives. 

Mi. Rogers, an associate of Scudder, 
Stevens and Clark, investment counsel, 
and a member of the New York Bar, also 
has a piece on this subject in the current 
American Bar Association Journal (Vol. 
11-363). Pared down to the bare essen- 
tials here are the questions and Mr. 
Rogers’ answers. 

There are two useful changes in the 
statute; and a new, long overdue ruling 
which clears up a lot of doubts. 


1. Revenue Ruling 54-400 


Questions: Is an outright gift of stock 
to a minor a present interest (that is, do 
I get the $3,000-$6,000 exclusion). 


(a) before appointment of a guard- 


ian? 
(b) after the appointment of a 
guardian? 


(c) if no guardian is appointed? 

Answer: Yes, if gift is unqualified 
and unrestricted. Strictly, language of 
ruling applies to 1939 Code and to 
stock only. True application is doubt- 
less much broader. 

Disadvantages of method: Manage- 
ment is usually awkward except on 
U.S. Savings Bonds, etc.; property fully 
in donee’s control at age 21 or sooner. 


2. New Code Section 2503(c) 


Gift is not a future interest if both 
the property and income (1) may be 
expended by, or for the benefit of, the 
donee before his attaining the age of 
21 and (2) will, if not so expended pass 
to donee at 21, or to his estate or as he 
may appoint if he dies before reaching 
21. 

Does this define an outright gift as 
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well as describe a discretionary trust? 
Regulations are not out. Until they are, 
suggest simplicity and close adherence 
to statutory language. No frills. For 
example, suggest omitting gift in de- 
fault of appointment or any possibility 
of deferring passing at 21. 

Mr. Rogers thinks this is destined for 
tremendous popularity. It has only one 
important disadvantage. Full control 
passes to donee at age 21. Some donors 
doubt the wisdom of this where large 
sums are involved; $6,000 per year for 
21 years plus reinvested income can 
amount to a tidy sum. 


3. The 2503(b) trust 


Disadvantages of both 1 and 2 above 
are cured by the second big change in 
the gift tax rules of future interests. 
Change hidden in the last sentence of 
2503(b) which reads: 

“Where there has been a transfer to 
any person of a present interest in 
property, the possibility that such in- 
terest may be diminished by the exer- 
cise of a power shall be disregarded in 
applying this subsection, if no part of 
such interest will at any time pass to 
any other person.” 

These Section 2503(b) trusts have 
many advantages over 2503(c) trusts. 
Some of them are: 

a. Not limited to minors—any age. 

b. Cumulative gifts @ $6,000 per 
year for 20-25 years $120,000-$150,- 
000. 

c. The exercise of what kind of 
powers will be disregarded? 

i Trustees’ or other fiduciaries’ 

powers to pay out corpus? 

ii Beneficiaries’ powers to take cor- 
pus. For example, a $5,000 or 5% 
power to appoint to self? Or right 
to take all principal at 30? 

Disadvantage. Some fraction of gift 
is bound to be future interest. 


4. New York Stock Exchange proposal 


Proposed Uniform State Law, a statu- 
tory trust, or technically in New York 
a statutory power in trust. Based on 
Hutton Hinch’s 1946 proposal for 
private Gifts to Minors. See Warren & 
Surrey Estate and Gift Tax Case Book, 
page 493. Adopted in Georgia, pending 
elsewhere, rejected in New York. 

Mr. Rogers’ talk was part of the 
really excellent program of technical 
briefing carried on continuously by the 
committee on post-legal education of 
the Association of the Bar of the City 
of New York. * 
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New estate & gift decisions this month 





Optional valuation date available even 
if estate increases in value. Executors 
may, for estate tax purposes, elect to 
value the gross estate which has not 
been distributed, sold, or disposed of 
within one year after decedent’s death 
as of the end of that year. This optional 
valuation method can be used irrespec- 
tive of whether the estate has increased 
or decreased in value during the one- 
year period. Rev. Rul. 55-333. 


Corporation made sale, not stockholder 
after liquidation. Decedent’s estate 
owned all the stock of two corporations. 
The executrix negotiated for a sale of 
the corporate assets to Johns-Manville. 
Based upon the evidence the sale was 
held made by the corporations (tax- 
payer here) and not by the estate. Since 
the executrix caused the corporations to 
liquidate two taxes were imposed; one 
on the corporation on the sale and an- 
other on the estate at liquidation. (Such 
a sales of corporate assets can be made 
under the 1954 Code so that taxes im- 
posed on stockholders only.) Of the 
6,000 shares of Johns-Manville stock re- 
ceived for sale of the corporate assets, 
1000 shares were withheld by Johns- 
Manville for 3 years as security against 
a breach of warranty. A breach did in 
fact occur. The selling corporations were 
not required to report as income any 
value for the right eventually to receive 
the 1000 shares because of the substan- 
tial contingency involved. Goetze Gas- 
ket ¢> Packing Co., 24 TC No. 29. 


Discretionary charitable bequests not 
deductible from gross estate. An execu- 
tor cannot deduct amounts distributed 
as charitable bequests. The organiza- 
tions and amounts to be given were not 
fixed by the will but were left wholly 
to his discretion. Rev. Rul., 55-335. 


Fair market value of closely held stock 
determined. Stock representing a mi- 
nority interest in a closely held corpora- 
tion was included in the estate tax re- 
turn at about $55,000. The examining 
agent determined $106,000; the Com- 
missioner increased to $424,000. The 
Tax Court found the value of the stock 
to be about $233,000. The court failed 
to agree with any of the 5 expert wit- 
nesses but based its findings on a coor- 


dination of all the evidence. (See com- 
ment above. Kelly, TCM 1955-129. 


Accumulated income not includible in 
grantor’s estate though corpus is. A 
decedent had created irrevocable trusts 
for the benefit of his wife and children 
naming himself as trustee. He was au- 
thorized to accumulate part or all of the 
trust income and to encroach upon cor- 
pus if necessary. It was conceded that 
the value of the original corpus was in- 
cludible in the decedent’s estate be- 
cause he retained the power to choose 
who should enjoy it. The accumulation 
of income earned by the trust was held 
properly excluded. The estate tax 
reaches no more than the property trans- 
ferred to such a trust. Accumulations of 
income earned by the trust are obviously 
not property transferred at the time of 
its creation. McDermott, CA-7, 5/27/ 
55. 


Approval of widow's barred claim in 
uncontested accounting not controlling 
for estate tax deduction. With no one 
opposing it, a state probate court ap- 
proved the action of the administrator, 
the decedent’s son, in paying a note of 
the decedent to his widow though the 
note was barred by the statute of limi- 
tations. As the order of the state court 
adversely affected the U.S. and was 
based on an uncontested proceeding, it 
was held not binding. The payment is 
not deductible as a claim against the 
estate in computing the estate tax. Wolf- 
sen, CA-9, 5/25/55. 


Increase after death in value of insur- 
ance policy not included in 
valuation. For estate tax, an 


optional 
executor 
may elect to value the estate one year 
after death. Increases in value of an 
insurance policy held by decedent (he 
was not insured) attributable to pre- 
miums paid or interest earned during 
the year following death is “excluded 
property” where such alternative valua- 
tion date is used and is therefore not 
includible in the value of the estate on 
the optional valuation date. Rev. Rul. 
55-379. 


No deduction for payment to objectors 
to will, Decedent left most of, his estate 
to charity. Some of the relations filed 


objections to probate but agreed to ac- 
cept some $182,500 and to withdraw. 
This court characterizes the objection as 
having “little support.” It finds no basis 
for allowing deduction of this amount 
as payment of a “claim” against the 
estate. Irving Trust (Hastings Estate) 
CA-2, 4/5/55. 


Credit for state inheritance tax may be 
claimed informally. Credit for state in- 
heritance tax was not claimed on the 
federal estate tax return, but correspon- 
dence indicated an intent to claim 
credit. The government received these 
letters within 4 years after filing the 
return. They are held to be a proper 
and timely claim. The evidence to sup- 
port the claim may be submitted after 
the statutory 4-year period. Rev. Rul. 
55-350. 


Legacy to California Alumni Associa- 
tion deductible from gross estate. Tax 
Court held deductible a legacy to the 
California Alumni Association, though 
its activities were in some part social 
and recreational, not educational. The 
majority found these activities inciden- 
tal and that the Association operated 
exclusively for educational and charit- 
able purposes. One dissent on the 
ground that the social and recreational 
activities of the Association were in 
fact substantial. Thayer Estate, 24 TC 
No. 42. 


Trust with reserved right to income in- 
cludible in estate. The value of property 
transferred in trust by a decedent is to 
be included in his estate because he 
reserved the right to receive $2,500 a 
year on all of his living expenses out of 
the transferred property. The transfer 
cannot be considered as a sale of the 
property for an annuity. Rev. Rul. 55- 
378. 


No marital deduction; power to appoint 
and right to income would cease upon 
incapacity. Decedent left part of his 
residuary estate in trust for his wife, 
specifying that, in the event of her legal 
incapacity, her rights to income and her 
power to invade corpus were to cease. 
The Circuit Court agreed with the Tax 
Court that the marital deduction was 
properly disallowed. Because of the 
terminating condition (legal incapacity ) 
the power to invade corpus (which, all 
agreed, was equivalent to a power to 
appoint) was not exercisable by the 
wife “in all events” as required by the 
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Code. For the same reason, she did not 
have an absolute right to the trust 
income for life. Starrett, CA-1, 6/6/55. 


Physical incapacity to exercise a power 
not a release. Decedent had a general 
power of appointment (created in 
1931) which she fully exercised in her 
will (executed in 1940) in favor of 
certain of her relatives. She died in 
1949. Under the Code, if a pre-1942 
power has been partially released so that 
the holder cannot exercise it in favor of 
himself, his creditors, his estate or his 
estate creditors, the power is not a gen- 
eral power of appointment includible 
in the taxable estate. The estate made 
the ingenious argument that since de- 
cedent provided for the exercise of her 
power for a limited group in the will 
drawn prior to 1942 and she thereafter 
became physically incapacitated and 
remained so until her death, she in ef- 
fect irrevocably released her right to 
exercise the power “generally.” The 
court disagreed. Decedent’s incapacity 
subsequent to execution of the will may 
have had the same effect as a partial 
release, but does not come within the 
statutory intentional release. Simmons, 
DC NY, 5/20/55. 


Retroactive application of Powers of 
Appointment Act of 1951 denied. At 
the time of death of both the testator 
and the donee of a power of appoint- 
ment, a power to appoint within a 
designated class was not subject to 
estate tax. The 1951 Act modified tax- 
ability of such powers as to all estates 
of decedents dying after 10/21/42. 
The court held that the 1951 Act could 
not apply retroactively to tax powers 
which had been specifically excluded 
from tax at the time of death of the 
testator and donee. Barritt Exr. v. Tom- 
linson, DC Fla., 3/8/55. 


Gifts held not in contemplation of 
death. Decedent, the novelist Lloyd C. 
Douglas, made gifts to his daughters 
within three years of his death. Despite 
his serious illness in this period and his 
concern over tax costs, the court found 
the motives for giving were associated 
with life, not death. Wilson (Douglas 
Estate), TCM 1955-88. 


Gifts to accumulation trusts held gifts 
of future interests and not in contempla- 
tion of death. Gifts in trusts to grand- 
children in 1948 and 1949 to accumu- 
late income until they reached 25, and 
to pay the corpus at age 30, were held 


to be gifts of future interests. The donor 
was therefore not entitled to the annual 
exclusion of $3,000 per donee. Al- 
though the donor died in 1950 at the 
age of 78, the gifts were held not made 
in contemplation of death since the 
donor was in good health at the time, 
and the gifts were made to continue a 
plan of distribution adopted by her late 
husband. Wyss, DC Ill., 6/6/55. 


Commissioner's determination presump- 
tively correct. Taxpayer took exception 
to the Commissioner’s determination 
that certain gifts were gifts of future 
interest for which there is no annual 
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$3,000 exclusions. The court sustained 
the Commissioner because taxpayer 
failed to offer any testimony or evi- 
dence. Ginsberg, TCM 1955-137. 


Gift tax liability of decedent and spouse 
deductible by estate. A decedent made 
gifts in the year of his death. His execu- 
tors filed a gift tax return, on which 
the widow consented to treating the 
gifts as having been made one-half by 
each spouse. The entire gift tax paid, by 
the executors is deductible as a debt of 
estate even though liability for each 
spouse’s gift tax as thus computed is 
joint and several. Rev. Rul. 55-334. 





& estates decisions 


Sales proceeds paid to income bene- 
ficiary in “salvage operation” are ordi- 
nary income. Under a_ testamentary 
trust taxpayer was entitled to receive 
only income. In 1933 the trust fore- 
closed its mortgage on certain realty. 
With court approval, trustee set the 
realty apart from trust assets in a sal- 
vage operation. It was sold in 1945. 
From 1933 to 1949 taxpayer was paid 
an allowance in lieu of actual income. 
In 1949 court allocated portion of sale 
proceeds to taxpayer and distribution 
made to taxpayer in 1949. Taxpayer 
contended that the distribution was not 
taxable since it was either from accumu- 
lated income, or from corpus or was 
income in 1945 when the real estate was 
sold. The court rejected these conten- 
tions; the distribution was an allowance 
It need not 
necessarily be income to the trust to 
be income to the beneficiary. It was 
income only when received, since prior 
thereto taxpayer had no right to it. 
Gould, DC SD Cal., 4/7/55. 


in lieu of actual income. 


Widow's renunciation of income di- 
verts tax also; State court approval bind- 
ing. Taxpayer, a widow entitled to all 
the income from a trust under the will 
of her husband, renounced her right to 
all except 1/,, of the income. The re- 
nounced 12/,, then went to her twelve 
children. Payment of income in this way 
was approved in an accounting by the 
trustees. The Commissioner however as- 
sessed deficiencies on the taxpayer as- 
serting that the entire trust income was 
taxable to her. The district court had 
held that the State court adjucation was 
not binding because it was not an ad- 


versary proceedings; the whole family 
agreed on the redistribution. CA-3 re- 
verses; adversary or not the state court 
deiermined the right to the income and 
since the tax falls on the income recipi- 
ent, the finding of ownership by the 
state court is binding. One judge dis- 
senting asserted that the state court, 
following its policy of approving ac- 
countings accepted by all the family, 
had done no more than approve the 
payment; it had not determined whether 
the children had a right to it. “There is 
no intimation by the orphan’s court that 
by the will itself any interest was vested 
in the children. Nor did the orphan’s 
court rule that the plaintiff had dis- 
claimed all but a 1/;, interest in the 
trust.” Gallagher, CA-3, 6/3/55. 


Duration of trust governed by local 
law. A trust distributing its assets con- 
tinues in existence as long as the local 
law permits and must file returns if it 
has any taxable income or gross income 
of $600 or more. Rev. Rul. 55-287. 


Court finds contingent beneficiaries 
wont need income; charitable deduc- 
tion allowed. The trust involved pro- 
vided the charities should receive prin- 
cipal and accumulated income on the 
death of three persons, who had the 
right to receive annuities plus un- 
limited amount of additional income 
if they needed it. Reviewing their age, 
other income, standard of living, etc., 
the court finds it improbable that they 
would ever have need for the income. 
The current income in excess of the 
fixed annunities is allowable as a chari- 
table deduction. A decision that no de- 
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duction was allowable for 1926 and 
1927 does not foreclose this action. The 
facts have changed. Boston S.D. & T. 
Co. (Wilder Trust) v. U. S., DC Mass., 
3/18/55. 


against matured 
policy. [Acquiescence.] Taxpayer filed 
joint return for herself and her deceased 


Interest on loans 


husband and deducted interest on loans 
against insurance policies. The interest 
had been withheld by the insurance 
companies from the proceeds payable 
to her as beneficiary. The Court refused 
to decide whether the interest was al- 
lowable as paid by the decedent dur- 
ing the last taxable year of the deced- 
ent (at his death) or by the wife and 
deductible as interest on property of a 
decedent acquired subject to the obli- 
gation. Hooks Estate, 22 TC 502. Acq. 
IRB 1955-13, 5. 


Lump sum payable out of trust income 
taxable. [Acquies- 
cence.] Taxpayer, as beneficiary of a 
trust, received $7,000 payable to her 


or principal not 


out of income or corpus upon the hap- 
pening of a specified event. The Tax 
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Court held that the rule of Burnet v. 
Whitehouse applied and this is con- 
sidered corpus. The amendment of the 
Code made to overrule this case ap- 
plies to periodic payments chargeable 
to either and not to lump sum pay- 
ments. Miriam C. Landau, 21 TC 911. 
Acq. IRB 1955-14, 6. 


Trust may deduct payments from fund 
to which part of its income goes. The 
trustee of an irrevocable trust is re- 
quired to set aside a fund of income to 
provide benefits to the grantor’s em- 
ployees. The payments from the fund 
are deductible by the trust and income 
to the beneficiaries. Rev. Rul. 55-286. 


Interest payable on income tax defi- 
ciency when EPT deferred is greater 
than 722 relief. As permitted by the 
Code, claimed relief 
under Sec. 722, reduced his current ex- 
cess profits tax payments by applying 
part of the relief claimed. The tax so 
deferred was in excess of the relief 
finally allowed. Consequently there was 


taxpayer, who 


a deficiency in both income and excess 
profits tax. The court finds that interest 


was properly assessed on both. The ex- 
emption from interest of income tax 
deficiences arising out of 722 relief (the 
reduction in excess profits automatically 
increases income subject to income tax) 
applies only when taxpayer receives an 
excess profits tax refund which, under 
the law, does not bear interest. Cameron 


Iron Works, Ct. Cl., 5/3/55. 


Operating loss carryback of trust not 
available to beneficiary; her income un- 
affected. In 1945 taxpayer as income 
beneficiary received all the income from 
trust. The trust sustained a net operat- 
ing loss in 1947, which, carried back to 
1945, reduced taxable income of. trust 
for that year. However, 1945 income of 
the beneficiary was undiminished. The 
taxpayer argued that she was entitled 
to avail herself of carryback loss of trust 
to reduce her taxable income. The court 
held otherwise. Modifications in the re- 
portable income of a trust by virtue of 
adjustments accruing to it in other years 
have no bearing on the tax liability of 
the trust beneficiary on account of her 
current distribution. Sargent, DC SD 
Cal (Cent. Div.) 4/4/55. 
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Personal tax problems 
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Self-employed persons are losing 


the battle for equitable tax treatment 


rg. 


HE OLDER AND MORE COMPLICATED 
our tax system gets, the more com- 
petitive must each taxpayer group be- 
come in order to survive taxwise. As 
pressure groups of one sort or another 
succeed in getting special tax treat- 
ment the unfavored groups bear a 
heavier and heavier share of the tax 
load. It’s like a community where every- 
one gets it wholesale but Joe; his prices 
haven’t gone up, but everyone else’s 
have gone down. 

The self-employed person, especially 
the professional man, hasn’t had much 
of a lobby. A few stalwart souls, Harry 
Silverson, the New York lawyer, among 
them, have long since been writing and 
pleading with Congress to save the 
professional man from his deteriorating 
relative position. We were attracted by 
Mr. Silverson’s evaluation of the tax 
advantages flowing to investment-type 
income today which he wrote for the 
American Bar Association Journal (Jan- 
uary 1955). 

“The benefits years 
have brought to investment income,” 
says Mr. Silverson, “are many and di- 
verse. Attention will be directed only 
to some of the leading changes. 


which recent 


Percentage depletion 

“With respect to percentage depletion 
the Treasury over the years has been 
playing an animated but hopelessly one- 
sided game with Congress. The Treas- 
ury asks Congress with monotonous reg- 
ularity to cut back the scope of the 
percentage depletion provisions. Con- 
gress counters, with equal regularity, by 
adding to the group of items entitled to 
percentage depletion treatment. Con- 
gress has long since won the series and 
gained permanent possession of the cup. 
The new Code delivers the coup de 
grace with a general ‘basket’ provision 
(IL.R.C., §613(b)(6)) which allows 


some percentage depletion to all min- 
erals not otherwise specifically covered. 
The basket provision excludes only (A) 
soil, sod, dirt, turf, water, or mosses, 
and (B) minerals from sea water, the 
air, or ‘similar inexhaustible sources.’ 
We shall perhaps see a future enlarge- 
ment of the basket by the discovery 
that sea water or air are not in fact 
inexhaustible. 


Capital gains 

“Not to be outdone by the percentage 
depletion beneficiaries, the capital gains 
advocates have enjoyed their own not 
inconsiderable triumphs. Taxpayers en- 
gaged in the breeding of livestock need 
no longer concern themselves with the 
vagaries of conflicting and changing 
court decisions. So long as the animal 
has been held for “draft, breeding, or 
dairy purposes’ and has been owned at 
least twelve months, a net gain in any 
year from sale of the livestock produces 
capital gain and a net loss an ordinary 
deduction (I.R.C., §1231(b) (3), origi- 
nally in Revenue Act of 1951, Sec. 
324). For some reason poultry is not 
even given a fighting chance for admis- 
sion to this ovine, bovine, and porcine 
heaven. The Code expressly excludes 
this second-class citizenry from possible 
qualification. Turkeys made the grade 
in the Senate version of the 1951 Act 
(see Section 324) but lost out in con- 
ference. 

“Timber had obtained capital gain 
treatment in the Revenue Act of 1943. 
This treatment is continued in the new 
Code, which adds Christmas trees to 
the timber category, from which they 
had unceremoniously been excluded by 
administrative interpretation. Perhaps 
because coal is primarily timber of pre- 
historic vintage, it was added to the 
honor roll in 1951 and continues to 
qualify under the new Code. 
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“During the period under discussion 
one type of asset was dropped from the 
statutory definition of capital assets. As 
might be expected, this item deals with 
an asset created through the taxpayer's 
personal efforts, to wit, a copyright, or 
a literary, musical, or artistic composi- 
tion. Nor is this denial of capital gain 
treatment to an occasional self-employed 
taxpayer permitted to be defeated by 
the interposition of a partnership or a 
corporation. In the related field of pat- 
ents, where both personal services and 
capital are sometimes involved, the lat- 
ter element, however modest, is appar- 
ently sufficient to remove the taint of 
the former. Further, under the new 
Code, this halo of the inventor rubs off 
on his financial angels. 


Family partnerships 

“With the enactment of the World 
War II Excess Profits Tax Law family 
partnerships became the Mrs. America 
of the 1940's. While her judicial ad- 
mirers were legion, admiration was 
neither universal nor reliable. Accord- 
ingly, the Revenue Act of 1951 restored 
her to her rightful position in the tax 
hierarchy even though the adoption in 
1948 of split income had eliminated the 
virtues of the husband-wife partnership. 
Younger members of the family became 
more important since 1948 and the 
family partnership, to continue the 
metaphor, became a Miss America 
rather than Mrs. America. And lest her 
royal train be sullied by her earned- 
income siblings, Congress with superla- 
tive surgical precision removed all pos- 
sibility of spreading the personal serv- 
ice portion of the partnership income 
among the family members. 


Capital expenditure write-offs 

“The oil and gas industry has not 
only caused covetous eyes to be cast in 
its direction because of percentage de- 
pletion, but more recently, although no 
less intensively, because of the deduc- 
tion of capital expenditures. In 1951 an 
election was given to deduct mine ex- 
ploration expenditures or to write them 
off on a ratable basis against production. 
The same Act accorded a similar elec- 
tion for mine development expenditures. 

“In 1950 the Internal Revenue Code 
of 1939 had been amended to allow a 
deduction, at the taxpayer’s option, for 
expenditures made to establish, main- 
tain or increase the circulation of news- 
papers, magazines or other periodicals. 
New in the current Code are an election 
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to deduct or amortize over a period of 
not less than sixty months research and 
experimental expenditures and an elec- 
tion to spread over a short period soil 
and water conservation expenditures. 
Also, corporations, which could always 
deduct their organizational expenses no 
later than the year of dissolution, were 
given an election to deduct them rat- 
ably over a period of not less than sixty 
This 


treatment of a corporation’s organiza- 


months. increasingly — solicitous 
tional expenses may be compared with 
the treatment of the organizational (i.e., 
training) expenses of the professional, 
who cannot deduct in any year the very 
substantial expenditures incurred in ob- 
taining his professional training. Fur- 
thermore, since the disallowance of pro- 
fessional training expenditures is based 
on the view that they are personal in 
nature, the professional may not even 
indulge in the dubious pleasure of con- 
templating a deduction in his final re- 
turn. 


Dividend tncome 


Prior to its repeal by the Revenue 
Act of 1943, our tax structure incorpo- 
rated a modest earned income credit. 
While never significant in dollars to any 
single taxpayer, it had the virtue of 
that the income 
group is relatively less able to pay taxes 
than other groups of taxpayers. 
“Without entering into the merits of 
a dividends credit for indi- 
viduals it is nothing less than shocking 
that such a credit, favoring the invest- 


recognizing earned 


received 


ment-income group, should have pre- 
ceded the granting of relief to the self- 
employed and those employees not cov- 
ered by employer-financed pension 
plans.” 


Notes on tax handling of 
life insurance proceeds 


WHEN THE DEATH 
of the insured, life insurance proceeds 
are exempt from tax. This is a familiar 
rule. However, the 1954 Code has in- 
troduced a number of provisions with 
which taxpayers should become familiar. 

One major change in the law relates 
to installment payments. If the latter 
include an element of interest, such in- 
terest becomes taxable, subject to an 
annual exclusion of $1,000, if the bene- 
ficiary is a spouse. The excludible 
amounts are determined by prorating 
the amount held by the insurer over 
the period installments are to be paid. 


PAID BY REASON OF 
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Any amounts received in excess of the 
excludible portion are taxed as interest, 
except for the special annual exclusion 
of $1,000. 

If the proceeds are left with the in- 
surance company under an agreement 
to pay interest to the beneficiary, the 
interest is taxable. That too is similar 
to the provisions of the 1939 Code. 
The proceeds will be exempt under a 
life insurance contract which provides 
for optional modes of settlement at the 
election of the insured or beneficiary no 
matter who makes the election. That is 
a clarification of the 1939 Code. 

If the policy contains no option and 
the beneficiary and insurer arrange for 
installment payments, the installments 
will not be exempt as proceeds of a life 
insurance policy, but they will be 
treated as annuity payments. That is so 
for the reason that the installments are 
not paid by reason of the death of the 
insured, but rather by reason of the 
special agreement between the insurer 
and the beneficiary. The proceeds be- 
come the investment of the beneficiary 
in the insurance contract as if this were 
the cost of an annuity. Next the ex- 
pected return is determined, that is the 
total installments whether for life or 
over a fixed term. The ratio of the in- 
vestment to the expected return is ap- 
plied to each installment to determine 
the portion of the installment excludible 
from income. The balance of the install- 
ment is taxable annuity income. 

If the proceeds of a life insurance 
policy are paid for reasons other than 
the death of the insured, as in the case 
of the maturity of an endowment con- 
tract, generally the recovery of the 
cost of the contract is tax free and the 
excess is taxable. Such excess is ordi- 
nary income, but a special provision, 
new in the 1954 Code, avoids the im- 
pact of the full tax on such excess. The 
tax attributable to the portion includ- 
ible in need not exceed the 
attributable to such excess 
assuming that it had been received by 
the taxpayer ratably over the year in 


income 
total tax 


which received and the two preceding 
years. This is the familiar treatment 
accorded compensation for services 
covering a period of 36 months or more. 

The taxpayer has another option. He 
may elect to receive the proceeds as an 
annuity and if such election is made 
within 60 days after the lump sum is 
payable, no part of the latter will be 
taxable on the theory of constructive 
receipt. That is new in the 1954 Code. 


The installments will then be taxable 
under the annuity rules. 

If the election is made more than 60 
days after the lump sum payment be- 
comes due, the entire amount is in- 
cludible in taxable income (less the 
cost) in the year of maturity. Subse- 
quent installments, however, will be 
taxed as annuity income. In that event 
the portion of the proceeds includible 
in income is added to the cost of the 
policy to determine the cost of the 
annuity. 

Dividends on life insurance con- 
tracts are not taxable generally. They 
reduce the cost of the contract. If divi- 
dends are received after the proceeds 
of the policy are being paid, they are 
fully taxable. 


Is renting one property 
“trade or business?” 


THE OLD QUESTION whether a taxpayer 
owning and renting one property is en- 
gaged in trade or business is still with 
us. The Reiner case, p. 115, 127, raises 
it in the context of the net operating loss 
carry over. A carry over is allowed for 
business losses only. 

The Seventh Circuit, in holding that 
Reiner was engaged in a trade or busi- 
ness refused to give weight to Chicago 
Title Trust Co. (209 F. 2d 773). It 
mentioned that the facts could be dis- 
tinguished, though it did not elaborate. 
From the reference in the same para- 
graph to 1954 Code changes, it is ap- 
parent that the distinction it had in mind 
was that Reiner’s loss 
bombing while she was renting the 
property, whereas in Chicago Title, the 
loss arose on a sale of the property. A 
taxpayer might well be in the business 
of renting property, even if it had only 
one, but not in the business of selling 
properties, though it might have had 
several properties rented and sold one. 

The 1954 Code change overruled the 
old distinction between a loss incurred 
in carrying on a business and a loss in- 
curred in liquidating a business. Only 
a loss incurred in carrying on a business 
could be formerly carried over. Sec- 
tion 172(d)(4) provides that in com- 
puting a net operating loss “In the case 
of a taxpayer other than a corporation, 
the deductions allowable by this chap- 
ter which are not attributable to a tax- 
payer trade or business shall be allowed 
only to the extent of the amount of the 
gross income not derived from 


arose from a 


such 


trade or business. For the purpose of 
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the preceding sentences—(A) any gain 
or loss from the sale or other disposition 
of—(i) property, used in the trade or 
business, of a character which is subject 
to the allowance for depreciation 

or (ii) real property used in the trade 
or business shall be treated as attribut- 
able to the trade or business.” *% 


New decisions 





Refund of single premium future an- 
nuity not exempt. Benefits payable on 
an annuitant’s premature death subject 
to tax. An annuitant purchased a single 
premium deferred annuity contract but 
died before the first payment was due. 
In accordance with the policy, the com- 
pany paid to a beneficiary the cash sur- 
render value, which was in excess of 
the consideration paid. The excess con- 
stitutes ordinary income to the bene- 
and not to the decedent. The 
Service rules that this contract did not 
involve any element of risk to the in- 
surance company with respect to the 
death of the annuitant. Hence the pay- 
ment is not exempt as “an amount paid 


ficiary 


by reason of the death of the insured.” 
Rev. Rul., 55-313. 


Awards for past achievements or pres- 
ent abilities nontaxable gifts. Certain 
enumerated noncompetitive awards 
the American Chemical So- 
ciety in recognition of outstanding work 
are held to be nontaxable gifts to the 


made by 


recipients. No substantial future services 
are required as a condition to receiving 
the awards. Rev. Rul., 55-314. 


Husband's return for last year before 
divorce held separate; however wife 
not negligent. Taxpayer claimed that 
the 1943 return filed by her husband 
was really a joint return. The parties 
were divorced in March 1944; this re- 
turn was filed in June 1944. Although 
a return not signed by both spouses has 
sometimes been accepted as joint, here 
the intent of the parties to file a joint 
return was not shown. It is not proved 
by his claiming an exemption for her 
(either spouse could take the entire 
exemption in 1943), their daughter (he 
supported her), or by his including her 
share of earned community income (he 
may have been in error on this point, 
thinking the income was his). The 
Court upheld the Conamissioner’s de- 
termination of her income and expense 
largely on the basis of lack of proof 


to show any error. Negligence penalty 
not sustained because the Court finds 
the failure to file not willful. Thelma 
A. Ramos, TCM 1955-48. 


Wife not a thief in accepting support 
money from husband; extortion pay- 
ments not a theft loss. Taxpayer was 
married in New York in 1937. At that 
time he did not know that his wife had 
been previously divorced and prohibited 
from remarrying. When he discovered 
the facts in 1945, he secured an annul- 
ment nunc pro tunc. He claimed a de- 
duction for moneys spent on his wife 
since 1937 on the novel theory that the 
payments were secured by larceny 
under false pretenses and hence con- 
stituted a theft. The court held the con- 
cealment of the facts by the wife was 
reprehensible but her acceptance of 
funds as a wife did not constitute a 
theft. Furthermore, money secured by 
her from taxpayer, after the annulment, 
through extortion, by threatening ruin 
of his business reputation, was not de- 
ductible as a theft loss. Towers, 24 TC 
No. 27. 


Louisiana cigarette tax not deductible. 
The tax is not a retail sales tax. It rep- 
resents an additional cost and is not 
deductible by the consumer or pur- 
chaser. Rev. Rul. 55-326. 


Moth damage not sudden enough. A 
loss from damage by moths is not a 
casualty loss since the element of “sud- 
denness’ is not present. Rev. Rul. 55- 
327. 

Disability insurance premiums __per- 
sonal expenses. Premiums paid for per- 
sonal disability insurance to indemnify 
for loss of, or use of, any portion of the 
body, are not deductible either as busi- 
ness or medical expenses, even though 
the use of that part of the body is essen- 
tial to the practice of a profession. Bene- 
fits paid under the policy are nontax- 


able. Rev. Rul. 55-331. 


Colorado’s oil and gas income tax on 
individuals is a business expense. The 
Colorado income tax on oil and gas 
production is deductible by the indi- 
vidual owner of an operating or royalty 
interest in arriving at adjusted gross 
income. The payment of the tax is an 
expense attributable to either a trade 
or business or to property held for the 
production of rents or royalties. Rev. 
Rul. 55-315. 
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Personal casualty loss denied for lack 
of proof of basis. A tenant spent $682 
repairing storm damage to the roof of 
his rented home. Deduction for a casu- 
alty loss was denied because the tax- 
payer did not prove the amount of his 
basis. (A personal casualty loss is 
limited to the lesser of sustained loss or 
adjusted basis of property.) Towers, 24 
TC No. 27. 


Penalty for failure to file ES may be 
wavied, but penalty for underestimation 
is mandatory. Failure to file a declara- 
tion of estimated tax was held due to 
reasonable cause (and no penalty was 
imposed ). Taxpayer’s son, a lawyer who 
handled her tax affairs, believed his 
mother’s from mining opera- 
tions would be offset by allowable de- 
pletion. However, the penalty for un- 
derestimation was imposed; it is a man- 
datory penalty. Jones, TCM 1955-146. 
(1954 Code imposes one 6% penalty 
for underestimation. ) 


income 


Loss on only rental property owned is 
business; can be carried over. Taxpayer 
owned a house in Austria which suf- 
fered bomb damage. The Government 
argued that because taxpayer owned 
only the one piece of rental property, 
she was not in a trade of business and 
the loss-carry-over provision (applicable 
only to trade or business) did not apply. 
The court held it was in a trade or busi- 
ness and the loss could be carried over. 
Reiner, CA-7, 6/1/55. 


U.S. death benefits to beneficiaries of 
servicemen are gifts. Gratuitous pay- 
ments by U.S. to beneficiaries of service- 
men who died while on active duty are 
nontaxable gifts. Rev. Rul. 55-330. 


Unlimited contributions deduction clari- 
fied. An unlimited contribution deduc- 
tion is permitted for individuals in cer- 
tain cases where contributions and in- 
come tax exceed 90% of taxable in- 
come. The “income tax” referred to in- 
cludes only federal income tax, not the 
self employment tax or state or foreign 
taxes. Rev. Rul. 55-308. 


Insurance proceeds, converted into an- 
nuity, still exempt. Taxpayer was bene- 
ficiary of his father’s life insurance of 
$15,000. The settlement provision 
elected by the insured provided for pay- 
ment in 180 monthly payments without 
right of taxpayer to commute install- 
ment payments. After receiving such 
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payments for 5 years, taxpayer and in- 
surance company agreed that the 
monthly payments be reduced but 
would continue for his lifetime. For the 
convenience of the insurance company, 
a supplementary contract was issued. 
The court reversed the Tax Court and 
holds the payments were received under 
a life insurance contract paid by reason 
of the death of the insured and there- 
fore exempt. Although in form the sup- 
plementary contract was an annuity 
contract, in substance it was proceeds 
of life insurance. C. B. Jones, CA-17, 
6/1/55. 


Child can qualify grandparent as head 
of household though he is the depend- 
ent of another. A widow who maintains 
a household which constitutes the prin- 
cipal place of abode of a granddaugh- 
ter from the date of birth until the end 
of the taxable year, qualifies as head of 
household even though the child is 
claimed as a dependent by the parents. 
The widow paid all the running ex- 
penses of the home occupied by her- 
self, her son, his wife, and the grand- 
child. Rev. Rul. 55-329. 


$720 more than half of support of six 
year old. A father’s contribution of $720 
for the support of his minor child liv- 
ing with his divorced wife was found 
to constitute more than half of the sup- 
port of the child. He was also granted 
dependency exemptions for his mother 
and invalid sister who lived with him 
in a rent-free flat. DeLeonardis, TCM 
1955-140. 


Must show total support to prove de- 
pendency. Taxpayer was denied de- 
pendency exemptions for his 2 minor 
children who resided with his divorced 
wife. He showed support payments of 
$593, $848, and $784 over a three-year 
period, but failed to prove that his 
payments were more than half the total 
cost of their support. Claus, TCM 1955- 
143. 


Spouse not a dependent. New 1954 
Code provision qualify as “dependents” 
members of a household who make tax- 
payers home their principal place of 
abode. However this does not include 
a spouse. A husband cannot on his sep- 
arate return claim his wife as a de- 
pendent if she has any income. He can 
however deduct her personal exemption 
as well as his own on his separate re- 
turn only if she has no income and is 


August 1955 


not the dependent of another. Rev. Rul. 
55-325. 


Explanation of exemption when sev- 
eral persons support dependent. Pend- 
ing promulgation of regulations, the 
Commissioner has issued examples il- 
lustrating the effect of multiple-support 
agreements. Such agreements permit 
one of several persons supporting an 
individual to claim a dependency ex- 
emption as provided for in the 1954 
Code. Rev. Rul. 55-306. 


Father claiming dependency exemp- 
tions must prove total support. Tax- 
payer, a soldier, was denied depend- 
ency exemptions for his three children 
who had been adopted by others. If he 
paid less than half their support, he 
would not be entitled to claim them as 
dependents; he did not prove he paid 
more than half. Weiss, TCM 1955-123. 
A similar result was reached in the case 
of a father who contributed $768 toward 
the support of his two children living 
with their mother. Because he had no 
knowledge or proof of what it cost his 
former wife to maintain the children, 
he failed to meet his burden of proving 
that the $768 was more than half of the 
total support. Weidler, TCM 1955-130. 


Cadet’s pay not a scholarship; is sup- 
port. A scholarship received by a stu- 
dent is not taken into account in deter- 
mining his total support for the purpose 
of determining whether one person fur- 
nishes over half his support and is there- 
fore entitled to claim him as a depend- 
ent. Pay and allowances, however, re- 
ceived by a cadet in the U.S. Military, 
Naval, or Air Force Academy is con- 
sidered military pay, is not considered 
such a scholarship award, and is there- 
fore support received by the cadet. Rev. 
Rul. 55-347. 


Contestant answers two questions and 
wins tax-free jackpot. Ray Campeau 
answered his telephone on the evening 
of 11/20/49. It was “Hollywood Call- 
ing—Film of Fortune,” a radio and TV 
giveaway program. Ray was asked two 
questions which he answered correctly 
and for which he received cash and 
merchandise valued at $12,300. The 
awards were held to be nontaxable 
gifts. Ray did not perform any services; 
he merely satisfied a condition to a gift. 
Campeau, 24 TC No. 39 (1954 Code 
now defines gross income to include 
prizes and awards). 





NEW EPT DECISIONS 











Accrual basis taxpayer can add only 
accrued EPT to operating loss. The 
1939 Code provided that in computing 
operating loss carryovers, taxpayers 
could add to the loss the excess profits 
tax “paid or accrued” in the year of 
loss. The taxpayer here, though it was 
on the accrual basis, added to its loss 
for 1946, the 1945 excess profits tax it 
paid in 1946. It argued that few if any 
taxpayers would benefit if “paid or ac- 
crued” was given its usual interpreta- 
tion and only cash basis taxpayers al- 
lowed to add to their operating losses 
excess profits tax paid in the year of 
loss. Few corporations are on a cash 
basis and it would be most unusual for 
a taxpayer to have an excess profits tax 
accrue in a loss year. The Court held 
however that it must interpret the words 
in harmony with the meaning given 
them in other sections of the Code. If 
the result discriminates against accrual 
basis taxpayers, the remedy should be 
sought of Congress. Olympic Radio and 
Television, Inc., Sp. Ct., 5/23/55. 


“Accrued” EPT added to operating loss 
is not adjusted for subsequent renegoti- 
ation. Having decided in Olympic Ra- 
dio (above) that an accrual basis tax- 
payer may add to its operating loss for 
a particular year the excess profits tax 
accrued in that year, the Court decided 
here that the tax accrued must be deter- 
mined in accordance with the usual 
definition of accrual. The question arises 
here in the computation of the net in- 
come of the first year to which a loss 
was carried back, which computation is 
made to determine how much of the 
loss is unused and can be carried to 
another year, i.e., how much of the 
1946 loss was used in 1944 and is there- 
fore unavailable for 1945. Both parties 
agreed that the loss is used to the ex- 
tent of the net income for 1944, i.e., 
income as finally determined after re- 
negotiation less the excess profits tax for 
1944. The question is: excess profits 
tax on the income as reported or on 
income as reduced by renegotiation? 
The Court concludes that the tax must 
be computed with reference to only the 
events and transactions which occurred 
in the taxable year. Since income for 
1944 is stated after renegotiation but 
the tax is stated before, the net is an 
artificially small figure. The opinion 
said “. where the benefit claimed 
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by the taxpayer is fairly within the stat- 
language and the construction 
sought is in harmony with the statute as 
an organic whole, the benefits will not 
be withheld from the taxpayer though 
they represent an unexpected windfall.” 
Three justices dissent (opinion by 
Frankfurter): “Section 122 was de- 
signed to relieve the taxpayer from an 
unrealistic concept which taxes income 
which really was not there. Surely we 
should not conclude that Congress in- 
tended to go to the other extreme and 
refund taxes on the basis of losses which 
are really not there.” Lewyt Corp., Sp. 
Ct., 5/23/55. 


utory 


For EPT, increase in redemption price 
over cost on non-interest bearing obli- 
gations may be “abnormal income.” A 
cash basis taxpayer reports the accumu- 
lated increase in redemption price on 
non-interest bearing obligations in one 
year. For EPT it may treat the increase 
as a separate class of “abnormal income” 
attributable ratably to the years over 
which the increases were earned. Rev. 
Rul. 55-377. 


Tax court revises computation of EPT 
ABPNI. In 23 TC No. 48 the Tax 
Court approved the Commissioner’s 
computation of constructive average 
base period net income. It had been 
agreed that taxpayer was entitled to 
relief and to use the two year push back 
rule. Now the court vacates the prior 
decision and makes new findings of fact. 
Detroit Macoid Corp, 24 TC No. 6. 


EPT interest adjustment required for 
minimum $25,000 credit. In determin- 
ing excess profits net income an interest 
deduction adjustment must be made 
whether taxpayer computes his credit 
under the income or invested capital 
The IRS maintains that the 
interest adjustment is also necessary 
where the minimum credit of $25,000 
is used or where the credit is computed 
under an alternative method by a new 
corporation. Rev. Rul. 55-376. 


method. 


Sight drafts are borrowed capital 
though merely supporting open account. 
Sellers of cattle to the taxpayer regu- 
larly drew sight drafts on him for the 
purchase price. The Commissioner con- 
tended that because the purchase in- 
voices were entered on taxpayer’s books 
as ordinary accounts payable prior to its 
acceptance of the drafts the liability was 
one on open account and not borrowed 
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capital as defined. Following Hunt 
Foods (17 TC 365, affd, 284 F 2d 429), 
the court finds the indebtedness was 
evidenced by a bill of exchange and is 
therefore borrowed capital. S$. Lowen- 


U 


stein & Son, CA-6, 5/31/55. 


No interest adjustment in Post-EPT 
year carried back. At issue here is 
whether the taxpayer is required to 
include only 50% of its interest expense 
in computing its 1948 operating loss 
carried back to 1946. In excess profits 
tax years, of course, only 50% of the 
interest expense on borrowed capital 
was allowed. The court holds that since 
there was no credit computed for 1948 
there is under the language of the Code 
no adjustment to 1948 interest required. 
The Court noted that the Fourth Circuit 
had decided the other way in National 
Fruit Products Co. (199 F 2d 754, cert. 
den. 345 US 950). Flory Milling Co., 
Inc., CA-3, 5/26/55. 


Accumulated earnings does not include 


gain on debt cancellation deducted 
from basis. In 1942, 1943, and 1944, 
taxpayer purchased its bonds for less 
than the face amount. It elected to de- 
duct this gain from the basis of its as- 
sets. The Court follows Bangor & 
Aroostook R. Co., (16 TC 578, affd 
193 F(2d) 327, cert. denied 343 US 
934), and excluded the gain from ac- 
cumulated earnings. It pointed out that 
income wholly exempt from tax (inter- 
est on state bonds) does increase ac- 
cumulated earnings, but gain whose 
taxation is merely deferred (the case 
here) does not. Alabama By-Products 
Corporation v. U.S. DC Ala., 2/18/55. 


Cash surrender value includible in 
equity capital for EPT. For the pur- 
pose of computing EPT’s equity in- 
vested capital under the 1939 Code, 
accumulated earnings include the cash 
surrender value of life insurance poli- 
cies held by the corporation as bene- 
ficiary rather than a portion of the total 
premiums paid. Rev Rul. 55-257. 
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